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1 (10:00 am.) 1 return matters both to the company and to its
2 CHAIRMAN: 2 customers and during the course of his
3 Q. Okay. Soif thereareno - 3 explanation, he commented on the fact that we
4 MS. GLYNN: 4 have a generally supportive regulatory
5 Q. Thereareno preliminary matters, Mr. Chair. 5 environment here in Newfoundland and he
6 CHAIRMAN: 6 pointed out some differences with other
7 Q. Sir, | think we are with you. 7 jurisdictions such as the automatic flow
8 KELLY, Q.C:.: 8 through of storm damage that’s over $100,000
9 Q. Thank you, Mr. Chairman. Mr. Chairman, 9 in Alberta, but we don’t have that here. And
10 Commissioners, Newfoundland Power hasfiled a |10 that led to an interesting question from you,
11 comprehensive written brief which effectively 11 Mr. Chairman, in which you asked Mr. Ludlow
12 addresses al of the issues in this 12 "what elsedo you think we could do to make
13 proceeding. That includes both the settled 13 the regulatory environment more than generally
14 issues reflected in the settlement agreement 14 supportive?' Now that was an excellent
15 and the issues which were dealt with inthe 15 question and one that | think helps focus the
16 hearing itself, primarily cost of capital and 16 discussion I’d like to have this morning.
17 depreciation. So | thought what might be 17 Broadly speaking, from a financial
18 helpful aswe start this morning was to try to 18 perspective, two things are required in order
19 put this proceeding, and specifically the cost 19 to have least cost reliable power over the
20 of capital discussion, into abit of abroader 20 long term. One is appropriate capital
21 long-term context, and in considering that 21 expenditures and two is reasonable annual
22 historical context, | wanted to look back at 22 revenues, including the fair return, and you
23 where we've come from, but then more 23 got to haveboth. Now withthat comment,
24 importantly, to discuss where we're goingin 24 let’slook back abit and see how thishas
25 the future becausethis GRA comes at an 25 worked.
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1 important time in terms of the future of the 1 Y ou heard Mr. Ludlow describe the cutsto
2 development of the Province's electrical 2 both operating and capital expenditures
3 system. We've just comethrough a magor 3 following the cod moratorium in 1992. Those
4 public policy debate about the future of 4 cuts were unfortunate but necessary. We had
5 energy supply here in Newfoundland and 5 50,000 peopleleave the provinceand over
6 Labrador. The decision hasbeen made to 6 time, those cuts affected the reliability of
7 proceed with Muskrat Fallsand the Labrador 7 the electrical system. It's 1992.
8 Infeed with power supply now projected for 8 Then we come upto 1997. We had first
9 2017 or shortly thereafter. 9 oil in the province from Hibernia. It was
10 Deciding to build Muskrat Falls and bring 10 timeto get ready for the future. AndI’'ve
11 power to theidlandis onething, but much 11 been at this now about 15 yearsand | remember
12 till needs to be done over the next few years 12 being here listening to the then president,
13 to ensurethat this new source of supply is 13 Mr. Hughes, talking about the need to get our
14 properly integrated into theidland grid. We 14 electrical system ready for the changing
15 must ensure that there is an uninterrupted and 15 economy. And | was here with Mr. John Evans,
16 seamless energy supply for Newfoundland Power |16 who was then the vice-president of operation
17 customers. And getting that right is 17 and engineering, and we brought down examples
18 important for our customers, butit's also 18 of rusted out pole transformers, corroded
19 important for the Province and the provincia 19 conductor and defective insulators so the
20 economy. 20 Board could actually see handsonwhat the
21 Now Mr. Chairman, the principal issuein 21 actual state of some of these assets were.
22 this proceeding is cost of capital and 22 And the Board' s own consultant confirmed what
23 specifically the fair return on equity for 23 wewere saying. And the Board responded by
24 Newfoundland Power. Mr. Ludlow, in his 24 then approving increased capital expenditures
25 evidence, explained to you why having afair 25 toimprove and maintain system reliability.

Discoveries Unlimited Inc., Ph: (709)437-5028

Page 1 - Page 4




February 8, 2013

Multi-Page™

NL Power Inc. 2013 GRA

Page 5 Page 7
1 That wasthe time when Newfoundland Power 1 course, oneof thepoints out of that is
2 started to introduce the stainless steel 2 management hasan obligation thento both
3 transformer tanks that you heard about in this 3 investorsand to our customersto actually
4 hearing in the last several weeks. And the 4 earn those returns. Earning the comparable
5 Board has continued to support Newfoundland 5 return is what satisfies investors, satisfies
6 Power’s capital program and today on our 6 the credit rating agencies and ensures least
7 system we have good reliability, bearingin 7 cost power. That’sthe point that Mr. Ludlow
8 mind that we're ona rock in the North 8 was trying to make in this opening comments.
9 Atlantic. 9 So Mr. Chairman, if you then fast forward
10 But in addition to capital expenditures, 10 through the decade from about 1998 to 2008, we
11 you also need reasonable annua revenues, 11 have a couple of things. During that period,
12 including a fair return on equity. Andwe 12 the Board adopted a formulato adjust the ROE
13 brought Dr. Moran herein the late 1990s who 13 during atime when therewas a long-term
14 explained to the Board that the |east cost or 14 sustained decline in long Canada bond yields.
15 the optimum cost is achieved when the return 15 Newfoundland Power actually proposed using the
16 on equity and the capital structure resultsin 16 formula and the Board adopted that formula at
17 an A bond rating. That givesyou the least 17 that time over the objections of the then
18 cost power over the long term. So, return and 18 Consumer Advocate, who advocated regular cost
19 capital structure are both important 19 of capital hearings. And the formulaworked
20 components of getting least cost power. 20 reasonably well until 2008.
21 In the 1998/99 GRA, the Board cut 21 The other thing that the Board did during
22 Newfoundland Power’sreturnto what wasthen |22 that ten-year period was they expanded the
23 the very low rate of nineand a quarter 23 range of rate of return. The rateis set at
24 percent. That was the lowest then allowed for 24 the midpoint of the range, but the Board
25 any investor-owned utility in North America. 25 expanded the allowed range. And that was done
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1 And one of the credit rating agencies then 1 as an incentive for management to find
2 reduced Newfoundland Power’s credit rating. 2 productivity improvements between GRAS. That
3 Sowehad thisanomaly that just as capital 3 wasin 2003. So the utility could increase
4 expenditures were increasing, Newfoundland 4 itsearned return in the short run, but of
5 Power’ s credit rating was eroded. And asyou 5 course, those savings flow back to customers
6 know, money which is borrowed to fund capital 6 for their benefit at the next GRA. Sojust
7 expenditures has to be repaid over a 30-year 7 like FERC in the United States, this Board
8 period. 8 concluded that an ROE incentive was a good
9 So in 2003, the Board changed course and 9 thing, not just for the shareholders, but for
10 increased Newfoundland Power’ s return to 9.75 10 our customers.
11 percent. Sothereturn on equity is akey 11 And then we come al the way up to 2008
12 component of least cost power for customers 12 and the world changed. The financial markets
13 and of course, it goes without saying that the 13 crashed. Long Canada bond yields collapsed.
14 return mattersto equity investors. They 14 Credit spreads on utility bonds became
15 expect areturn on equity whichis egual to 15 astronomical. The formulasweren’t working
16 the return on other comparable risk 16 and many regulators at that stage, including
17 investments or to put it slightly differently, 17 the NEB and the British Columbia Utilities
18 returns which are comparable to those earned 18 Commission, later followed by Alberta,
19 by other averagerisk utilities. And we know 19 suspended or discontinued use of their formula
20 that capital flowsto higher returns. That's 20 mechanisms. By the time we got to
21 the reason, for example, why FERC down in the 21 Newfoundland Power’s 2009 GRA, things had
22 United States is now giving higher returns for 22 settled down a bit, but there was still a huge
23 new transmission assets to encourage 23 degree of uncertainty in financial markets and
24 investment inthose previously underfunded 24 wherethings were headed. You'll remember
25 assets, thereal problemintheus. And of 25 that the long Canada bond yields for 2010 were
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1 forecast to be in the four and a quarter to 1 been over ten percent in 2011.
2 four and a half percent range, but at the time 2 So the starting ROE and the formula
3 of the hearing in 2009, they were still below 3 mechanism, these two things are very
4 that range. 4 interrelated and at that pointintime, in
5 Newfoundland Power and its expert, Ms. 5 2009, everyone, including ourselves, were
6 McShane, pointed out the high degree of 6 thinking ROES -- sorry, long Canada bond
7 uncertainty in the financial markets and 7 yields would increase. And so that started us
8 proposed discontinuing the use of the formula 8 off in 2010 with asub par ROE, below the
9 and simply setting arate of return until 9 Canadian average.
10 markets returned to more normal conditions. 10 (10:15am.)
11 But Dr. Booth, however, was confidently 11 Then just come through each of the years.
12 predicting that the worst was behind us; the 12 Weget into 2010 and the first thing that
13 recovery waswell under way and long Canada 13 happensis we havethe Marchice storm and
14 bond yieldswould befive, fiveand ahalf, 14 Hurricane Igor and with careful and prudent
15 six percent within afew years. That'sthe 15 management and by deferring other
16 discussion we had in 2009. In 2009, one thing 16 expenditures, the company managed to absorb
17 we can say isthe general consensus was that 17 1.8 millionin costs without having to come
18 bond yieldswere going to be higher, not 18 back to the Board to ask for acost deferral
19 lower. And so that put this Board in arather 19 order. That’s not abad thing. That's agood
20 difficult position. You had to make a 20 thing. That’swhat you want your utility to
21 difficult choice and in 2009 you decided to do 21 do, if possible. And Mr. Ludlow did caution
22 two things. Oneisyou set the rate of return 22 that that may not always be possible,
23 at nine percent and two, you decided to keep 23 especialy if you get it happening latein the
24 the formula. 24 year and a cost deferral isnecessary. Even
25 Now those two things are not separate and 25 Dr. Booth was complimentary about the
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1 distinct. They are highly interrelated. At 1 achievement and you may remember Mr. Ludlow
2 nine percent, the ROE for 2010 was 2 rather proudly pointing out that our trucks
3 approximately 30 basis points below the 3 headed home with the power back on passing the
4 average of other Canadian allowed utilities, 4 Canadian Armed Forces cominginto help, on
5 s0 30 basispoints lower than the average. 5 their way in.
6 But we recognized you can't just ook at nine 6 With good management in 2010, the company
7 percent in isolation and we assumed the Board 7 still managed to earn areturn of 9.21 percent
8 didn’t do that either. If you're goingto 8 for 2010, which was closeto the average of
9 keep a formula, then you need to have some 9 Canadian utilities. So that was 2010.
10 sense of well, what happensif | look out over 10 Then we come up to 2011 and the world did
11 the next couple of yearswiththat formula 11 not unfold aswe all thought it would. Long
12 mechanism. And at thetime, of course, the 12 Canadabond yieldsfell dramatically. The
13 Board was using along Canadabond yield of 13 formula cut Newfoundland Power’s allowed ROE
14 four and a half percent for 2010 and if you 14 to 8.38 percent, the lowest for any investor-
15 took Dr. Booth’s point where he was 15 owned utility in North America in 2011.
16 confidently predicting we could beat, say 16 Credit rating agencies didn't reduce the
17 fiveand a half percent, then if you -- you 17 company’s bond rating, but they did flag up
18 had to set the rate of return at afairly low 18 that the reduced credit metrics, as aresult
19 rateto start off with, becauselook what 19 of the ROE reduction, and warned of a possible
20 happensif you didn’t. If you were at nine 20 downgrade if they perceived a meaningful
21 percent and long Canada bond yields went up 21 reduction in the level of regulatory support,
22 one percent, then Newfoundland Power’SROEIn |22 combined with weaker liquidity and a sustained
23 2011 would have been 9.8 percent. And if you 23 deterioration in Newfoundland Power's
24 started at the average of Canadian utilities, 24 financial metrics. And clearly, therating
25 9.3, and it went up one percent, we would have 25 agencies were looking to seeiif this trend was
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1 going to continue and how it would play out. 1 everyone loses, shareholdersand customers,
2 As Ms. Pery explained, in 2011 the 2 because the allowed return is merely the
3 company choseto try to manage that problem, 3 starting point. The lower the allowed return,
4 especially since therewas agreat deal of 4 the harder it isto earn afair return, one
5 uncertainty because of the Bell pole -- Bell 5 that’ s comparable to the returns earned by
6 Aliant pole transaction and the related 6 other average risk utilities. And as Mr.
7 financial effects of that, including the rate 7 Ludlow pointed out, you may be able to defer
8 base impactsthat it had. So agreat deal of 8 some expendituresin the short term, but you
9 executive time and effort went into managing 9 can't do that without adverse consequences
10 the financial affairs of the company in 2011, 10 over thelong term. That's particularly true
11 including managing thereturn. The company 11 in thisjurisdiction when we already ask our
12 did achieve nine percent, which was not a bad 12 utility to manage unexpected events such as
13 result in the circumstances, but as 2011 went 13 storm damage, if possible, rather than
14 on, the financial crisisin Europe became full 14 providing an automatic storm recovery
15 blown, the us economy struggled, usand France |15 mechanism.
16 got downgraded and long Canadabond yields 16 And that point is particularly important
17 collapsed, just went through the floor. Even 17 aswe go forward becauseas | said at the
18 Dr. Booth admitted he didn’t see it coming. 18 beginning of my comments, the next severa
19 Then if the formulawould have applied in 19 yearsarecritical. Senior management needs
20 2012, it would have reduced Newfoundland 20 to be focused on managing the electrical
21 Power’ s return to 7.85 percent, far below any 21 system, managing the transition from where we
22 other allowed return. That led to another 22 are today to where we must be in 2017-2018 and
23 huge expenditure of time and effort to manage 23 getting there requires a lot of work.
24 the return. Therewas a cost of capital 24 Ultimately that new power generation source
25 application filed with the Board. Experts 25 and those new transmission assets have got to
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1 were hired. We answered hundreds of RFIs. 1 feed seamlesdy into Newfoundland Power’s
2 And ultimately there was a negotiated return 2 substations and its distribution system and
3 of 8.8 percent and that 8.8 percent stabilized 3 that will require coordinated planning,
4 Newfoundland Power’s financial metrics. 4 implementation and execution by both
5 That’s the word Moody’ s pointed out, used and 5 Newfoundland Power and Newfoundland Hydro.
6 pointed out in its most recent credit ratings 6 Now that’ s the background.
7 report. But that 8.8 percent was still 28 7 So what is Newfoundland Power asking the
8 basis pointsbelow the average of allowed 8 Board to do now? We're asking you to do two
9 Canadian utility returnsfor 2012 and you'll 9 things. Oneisto set afair and reasonable
10 seethat inan answer to aquestion by puB 10 return for Newfoundland Power, that's the
11 staff at PUB-CA-023. And then we went through 11 first one, and two, discontinue the use of the
12 this 2013/14 GRA with more experts' reports 12 automatic adjustment formula until we know
13 and about a month of hearing time. 13 what this new financial order is going to look
14 So Mr. Chairman, Commissioners, there's 14 like somewhere outin the future, at which
15 some important lessons we think to be learned 15 time then the Board can reassess the
16 from the experience of the last several years. 16 appropriateness of aformula mechanism. And
17 It's important to keep in mind that 17 I’d like to talk about those two points.
18 Newfoundland Power isasmall utility charged 18 Thefirst, thefair return on equity.
19 with providing electrical service in aharsh 19 It's clear from the evidence that long Canada
20 environment. For most of the past three 20 bond yields are now expected to be low for the
21 years, Newfoundland Power’s small management 21 next several years, through 2013, 2014 and
22 team has spent alarge amount of itstime and 22 2015, so low in fact that Dr. Booth felt it
23 effort managing the company’s financial 23 necessary to put afloor of 3.80 percent in
24 affairs and its return because unless the 24 his proposed formula. That's 1.2, 1.3 percent
25 company actually earns areasonable return, 25 above where long Canada bond yields are today
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1 and it’ s above where Dr. Booth expects them to 1 on the one hand and a utility’ s cost of equity
2 be over the next severa years. So there’s no 2 on the other. That's why regulators such as
3 imperative for aformula. The Board can, it 3 the British Columbia Utilities Commission, the
4 has the ability and so it canand should 4 Ontario Energy Board, the Alberta Utilities
5 simply determine afair and reasonable ROE 5 Commission, have moved away from sole or
6 which will be included in the test year costs 6 predominant reliance on the cap-m methodol ogy.
7 until further order of the Board. That’s 7 They increasingly rely on other methodologies,
8 essentially how the ROE was set and applied 8 in particular, the discounted cash flow or DCF
9 from the time the Public Utilities Act came 9 methodology. Thelack of any clear and
10 into effect in the early 1950s all the way up 10 predictable relationship between long Canada
11 to 1998 in this province. 11 bond yieldsand autility’s cost of equity,
12 In setting the return, the Board should 12 for example, has forced Dr. Boothto make
13 be mindful that Newfoundland Power’'sallowed |13 several judgmental adjustmentsto his capP-Mm
14 ROE' s since the last GRA have been below par. 14 analysis as he triedto come up with a
15 That was especialy truein 2011, but it was 15 reasonable result and Mr. MacDonad
16 alsotruein 2010 and 2012. So the allowed 16 acknowledged in his report that his CAP-M
17 returns for those years are not the 17 analysis on a stand-alone basis would result
18 appropriate benchmarks for the return that you 18 in areturn which would not be afair ROE for
19 should set today. 19 the company.
20 Now my friend, Mr. Johnson, the Consumer 20 So the days of sole reliance on CAP-M are
21 Advocate, will say that the cost of equity has 21 over. Dr. Vander Weide went so far asto say
22 come down and I’ m sure he will say to you Ms. 22 that its application is so distorted in
23 McShane said so. But it hasn’t come down from 23 current financial market conditionsthat he
24 nine percent. I1t'scome down from what the 24 placed no weight onit. The use of multiple
25 real cost of capital wasin 2010. If you look 25 methodologies, each of which has its own
Page 18 Page 20
1 at allowed utility returns in Canada, the 1 strengths and weaknesses, is to be preferred.
2 average was 9.29 percent in 2010. It was 9.08 2 That was the approach of each of the other
3 percent in 2012 and you'll find that 3 cost of capital witnesses, except Dr. Booth.
4 information in the response to the PUB staff 4 That's how Ms. McShane approached it, Dr.
5 question PUB-CA-023 and find it in Ms. 5 Vander Weide approached it, Mr. MacDonald
6 McShane's Schedule 3, page two of two. And 6 approached it. But even Dr. Booth did aDCF
7 the evidence of the cost of capital witnesses 7 analysis. HisDCF analysis yielded 8.73
8 wasthat the financial market conditionsin 8 percent which when combined with 50 basis
9 2013, 2014 will be no different than in 2012. 9 points for floatation costs, would have given
10 You'll find Dr. Booth’' s answer saying that at 10 aDCF result of 9.23 percent and Dr. Booth
11 PUB-CA-015. 11 himself acknowledged that he'snow looking
12 But looking at allowed utility returnsis 12 more closely at DCF resultsand previously
13 admittedly circular, thoughit is a good 13 what heused to do wasapply 50 percent
14 reasonableness check. Sowhat other things 14 weightings to DCF and his CAP-M results.
15 should you look at? Well, obviously the cost 15 Now the second change, because | told you
16 of capital evidenceitself. Mr. Chairman, 16 | think there are two changes in regulatory
17 that evidence tells usthat there have been 17 thinking, the second change is with respect to
18 two important shiftsin regulatory thinking 18 US comparisonsin determining the fair return.
19 since we were here in 2009. The first iswith 19 That’sdriven in part by increased reliance on
20 respect to the use of the cap-m methodol ogy. 20 the DCF methodol ogy because it’s not possible
21 With the collapse of long Canada bond 21 to construct a proxy group of Canadian
22 yields, which are driven by government 22 utilities to apply the bcF model. There are
23 monetary policy instead of market forces, 23 only two publicly traded Canadian companies
24 there’'sno longer any clear and predictable 24 that you could use. It is possible, however,
25 relationship between long Canada bond yields 25 to construct a sample of us utilities, having
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1 comparable overal investment risk to 1 formula for all time. The Board can
2 Newfoundland Power. Each cost of capital 2 reconsider the issue inthe future. Over
3 witness did that, including Dr. Booth himself. 3 time, aregulatory consensus will emerge, but
4 (10:30 am.) 4 for the time being, simply setting a
5 Ms. McShane, you'll remember, explained 5 reasonable rate of return for Newfoundland
6 in detail how she narrowed her criteriafor 6 Power is the best approach and then either
7 the sampleto satisfy the concerns that his 7 Newfoundland Power or the Board can initiate a
8 Board expressed in itslast order and Dr. 8 cost of capital review if market conditions
9 Vander Weide and Mr. MacDonald each 9 change. That approach getsus out of the
10 constructed their own samples of US proxy 10 constant review of cost of capital that has
11 samples. And Dr. Booth’'s us sample included 11 occurred since the financial crisis in 2008
12 six utilities, all but one of which werein 12 and which hasoccupied so much time and
13 Ms. McShane' s sample. So the testimony of all 13 effort.
14 of the witnesses provides a strong evidentiary 14 No witnesses come here, Mr. Chairman, to
15 basis for the application of the DCF 15 suggest that aformulais actually necessary.
16 methodology to a proxy group of usutilities 16 Dr. Booth testified that he only proposed a
17 having overall comparable risk tothat of 17 formulabecause hewas askedto. And Mr.
18 Newfoundland Power. 18 MacDonald agreed that one of the alternatives
19 In 2009, the National Energy Board 19 that the Board should consider is simply
20 expressly recognized that the integration of 20 setting the rate of return with either party
21 Canadian and us financial markets make Us 21 can comeback and apply to changeit, if
22 comparisons informative for determining afair 22 needed. The two formulas proposed by Dr.
23 return and if you look at what British 23 Booth and Mr. MacDonald demonstrate the lack
24 Columbia, Ontario and the Alberta Commissions |24 of any consensus asto how a formula should
25 have donein their last decisions, they now 25 operate.
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1 al consider us-based DCF resultsin informing 1 Thetwo formulas can have diametrically
2 their views of appropriate returnsfor their 2 opposite effects, depending upon the financial
3 utilities. 3 circumstances. With afloor under long Canada
4 In Newfoundland Power's written 4 bond yieldsin Dr. Booth’ s formula, you could
5 memorandum, we have provided a useful table 5 actually reduce Newfoundland Power’ sreturn if
6 which summarize the ROE results of the various 6 long Canada bond yields rise but utility
7 tests employed by each of the cost of capital 7 spreads contract, because unless you get over
8 witnesses and we did that as a useful 8 his floor, even though long Canada bond yields
9 assistance for the Board as a summary of all 9 go up, Newfoundland Power’sreturn could go
10 the evidence. 10 down because of the contraction of the credit
11 So with that, I’d like to turn to talk a 11 spread. Mr. MacDonald's formulain those
12 little bit about the automatic adjustment 12 circumstances would yield the exact opposite
13 formulaand I've already said most of what 13 result. And asMs. Perry demonstrated, Mr.
14 needs to be said about that point. At this 14 MacDonald’'s formulais unbalanced. A six
15 point in time, we believe the best approach is 15 basis point reduction in long Canada bond
16 to discontinue the use of the formula until 16 yields would reduce Newfoundland Power’s ROE
17 such time as we know what this new economic 17 by aquarter of apercent, 25 basis points.
18 world order isgoing tolook like. It is 18 While a 75 basis point increase in long Canada
19 clear that for at least the next three years, 19 bond yields would result in no increase to
20 we are going to bein acontinuing period of 20 Newfoundland Power’s return. The proposed
21 low long Canadabond yields asa result of 21 formula has a 23 basis point built-in downward
22 government monetary policy. 22 bias because of how it’s constructed.
23 | do wantto say that by proposing 23 Thelack of aconsensus over automatic
24 discontinuance of theformula, Newfoundland 24 adjustment formulas arises because there’ s no
25 Power is not saying the Board should abandona |25 longer any clear and predictable relationship

Discoveries Unlimited Inc., Ph: (709)437-5028

Page 21 - Page 24




February 8, 2013

Multi-Page™

NL Power Inc. 2013 GRA

Page 25 Page 27
1 between long Canada bond yields and a 1 time.
2 utility’scost of equity. The attempts in 2 Let me next say afew words about capital
3 this hearing to create a formula proxy for a 3 structure. Newfoundland Power’'s 45 percent
4 utility’s cost of equity haveresulted in 4 equity component in its capital structure has
5 proposals which are complicated and uncertain. 5 repeatedly been affirmed by this Board. It is
6 The proposed formulas not only incorporate 6 an important component of Newfoundland Power’s
7 utility bond credit spreads, but they’ve also 7 overall average risk profile, bearing in mind
8 added floors and deadbands and automatic 8 the company’s small size, hostile environment
9 triggers. There'sno principal basisfor us 9 and relatively weak customer and employee
10 to conclude that such mechanisms will 10 demographics. Two additional considerations
11 correctly establish the cost of equity for 11 have emerged since 2008 supporting the need
12 Newfoundland Power. 12 for the 45 percent equity in Newfoundland
13 Andit's interesting that the proposed 13 Power’s capital structure.
14 formulas are each variations of or have 14 The first is the falout from the
15 similarities with the Ontario Energy Board's 15 financid crisis. Other regulators, such as
16 2009 formula. Now the OEB needs aformula 16 the British Columbia Utilities Commission and
17 mechanism because of the very large number of 17 the Alberta Utilities Commission, have moved
18 small utilities that they regulate -- that it 18 to strengthen their utilities capital
19 regulates. But that's not true in 19 structures over the past severa years.
20 Newfoundland and Labrador. And it's 20 They've actually increased their equity
21 interesting, proponents of formulas now 21 ratios. And that, of course, wasin line with
22 suggest that the Ontario Energy Board formula 22 the move to strengthen capital structures of
23 is yielding reasonable results, but they 23 financia institutionsin the wake of the
24 ignore the fact that today’s Ontario Energy 24 financial crisis because today, no country or
25 Board formula results stem from the fact that 25 business isimmune from scrutiny by the credit
Page 26 Page 28
1 the Ontario Board set the starting return at 1 rating agencies, more from apotential of a
2 nine and three-quarters percent for 2010, one 2 credit downgrade. We've seen that with the
3 of the higher allowed ROES in the country at 3 United States, France and most recently,
4 that time. If you start high enough, yeah, 4 Canadian banks. Mr. MacDonald specifically
5 it'll giveyou nice results now, but nobody 5 referred to thefactor of the continuing
6 was here at Newfoundland Power’ s last GRA, not 6 fallout from the financial crisisin support
7 the Consumer Advocate, recommending that this 7 of his recommendation to maintain Newfoundland
8 Board adopt an Ontario type formula starting 8 Power’ s existing capital structure. That was
9 at nine and three-quarters percent. 9 in his testimony on January the 18th at pages
10 Most importantly, Mr. Chairman, at this 10 24510 247.
11 point in time, it's important that 11 The second factor was referred to by Mr.
12 Newfoundland Power’s senior management team 12 Ludlow inhis evidence and interestingly,
13 focus their time and energy on the Province's 13 explicitly referred to by Moody’sin their
14 utility system. The certainty of a known 14 most recent credit report. Moody’s expressed
15 return which is fair and reasonable is 15 acautionary noterelated to their concern
16 preferable to the uncertainty of what a 16 that Newfoundland Power’ s future ability to
17 formula may or may not do in aworld of 17 fully recover costs and earn returns may be
18 uncertain financial markets which are driven 18 compromised as the Province of Newfoundland
19 by government monetary policy rather than 19 and Labrador undertakes development of the
20 normal market forces. 20 Muskrat Falls hydro-electric project on the
21 So Newfoundland Power, as | said earlier, 21 Lower Churchill River and the related
22 asksthe Board to do two things: set afair 22 transmission infrastructure.  That's the
23 and reasonable return; and then, two, 23 concern expressed by Moody’s. And how credit
24 discontinue the use of the formula until it 24 rating agencies view Newfoundland Power’ s risk
25 can be reconsidered at some future pointin 25 is obviously critical to maintaining
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1 Newfoundland Power’s credit rating and 1 the transcript on January 15th, 2013, page 70,
2 ensuring least cost supply of power to 2 line 17.

3 customers. 3 So Mr. Chairman, Commissioners, those are
4 And as | noted at the beginning of my 4 my comments on cost of capital. | intend to

5 comments, changes in credit ratings affect 5 say afew words on depreciation.

6 borrowing costs and the cost of power over the 6 (10:45am.)

7 long term. Over the next severa years, it's 7 It's demonstrably true that the Board

8 particularly important that credit ratings not 8 made the correct decisionin 1983 when it

9 be jeopardized. So at this critical juncture, 9 directed Newfoundland Power to use the equal
10 it isimportant that the Board demonstrate its 10 life group or ELG depreciation procedure.

11 commitment to continued regulatory support. 11 That isclear beyond adoubt. ELGis a

12 Anill-conceived precipitous moveto reduce 12 recognized sound public utility practice in

13 the equity component of Newfoundland Power’s |13 Canada. It best matches the expense with the
14 capital structure, as proposed by Dr. Booth, 14 life of the utility assets. It also ensures

15 could well have serious adverse effectsfor 15 the fulfilment of the power policy requirement
16 the company, its customers and the Province. 16 of least cost power consistent with

17 The Board staff asked an interesting 17 reliability over the long term. Customer

18 question of Dr. Booth in PUB-CA-015. They 18 rates today are 3.7 million dollars less

19 pointed out that Dr. Booth had not recommended |19 annually because of the Board’s decision to
20 achangein capital structurein his May 2012 |20 adopt ELG. That's because Newfoundland
21 report and they asked if there had been any 21 Power’ srate baseis 70 million dollarsless
22 change in capital market conditions since that 22 than if we had stayed on the ALG, average life
23 time. And Dr. Booth confirmed that there had 23 group, procedure. If we wereto revertto ALG
24 not been any such changes sincehisMay 2012 |24 after arelatively short time period customer
25 capital structure recommendation, which was to 25 rateswould again be higher because of the

Page 30 Page 32

1 leave it at 45 percent. 1 growth in therate base. So that proposal is

2 In addition, there are real and practical 2 not in accordance with the power policy

3 difficulties with the suggestion that common 3 contained in the Electrical Power Control Act.
4 equity bereplaced by preference shares, and 4 Frankly, it istantamount to saying let us

5 I’'mnot going to go through them all. | 5 take a benefit today that our parents paid for

6 simply note that as Ms. Perry explained, the 6 and let us passthe cost onto our children

7 only realistic way to reduce the equity 7 and our grandchildren.

8 component to 40 percent would be to borrow42 8 The company’s depreciation expense is

9 million dollarsin additional debt. That 9 reasonable and prudent. Of the seven mast
10 would put significant downward pressure on 10 property categories considered by Mr. Pous,
11 Newfoundland Power’s credit metrics at atime 11 Gannet Fleming had proposed increased in
12 when Moody’s islooking for those credit 12 service lives for al of them. Their

13 metricsto be stabilized. That’'sthe word 13 recommendation is supported by years of
14 they use. 14 experience with Newfoundland Power’s system,
15 Finally, Mr. Chairman, on capita 15 with sitevisits and with discussion with

16 structure, a note of caution when you're 16 Newfoundland Power’s engineering staff.
17 reading the Consumer Advocate' s brief. In his 17 Similarly, Gannet Fleming’'s recommendation
18 brief, the Consumer Advocate stated that 18 with respect to net salvage estimate for

19 Fortis had issued preferred sharesin November 19 overhead services isreasonable. There is

20 2012 at 3.8 percent. That rate is not 20 simply no basis to conclude that any of the
21 correct. The correct yield was 4.75 percent. 21 Gannet Fleming recommendations with respect to
22 | think it'sjust a mistake. The Consumer 22 depreciation are either unreasonable or

23 Advocate put the correct yield to Ms. Perry in 23 imprudent and that’ sthe test that you would
24 cross-examination and she confirmed 4. 75 24 have to meet.

25 percent. You'll find that, if necessary, in 25 Mr. Chairman, Commissioners, next | want

Discoveries Unlimited Inc., Ph: (709)437-5028

Page 29 - Page 32




February 8, 2013

Multi-Page™

NL Power Inc. 2013 GRA

Page 33 Page 35

1 to addressthree points that the Consumer 1 conclude that the forecast expense is

2 Advocate raised in his brief with respect to 2 unreasonable and imprudent.

3 operating costs. Those are drug costs, 3 With respect to retiring allowances, the

4 retiring allowances and short term incentive 4 Consumer Advocate asserts that retiring

5 pay. I'll berelatively brief on each of them 5 allowances for new non-unionized employees

6 and just ensuring that you have the 6 should be disallowed. The point was addressed

7 appropriate referencesif you need toin the 7 by Mr. Smithin cross-examination on January

8 record. 8 25th, page 32, line 8 through page 48, line 6.

9 The Consumer Advocate didn’t call any 9 Mr. Smith pointed out that retiring allowances
10 evidence on these matters. The evidencein 10 had been part of Newfoundland Power's
11 the record does not support his assertions and 11 compensation package for many years, both for
12 conclusions.  Rather, the evidence 12 unionized and non-unionized employees.
13 demonstrates that each of these forecast costs 13 Newfoundland Power is currently addressing an
14 is based upon the best information available. 14 important demographic transition in its
15 Grant Thornton conducted a comprehensive 15 workforce. He testified the company wants to
16 review of Newfoundland Power’s operating 16 hire better than average employees and to do
17 costs, including these items, and found 17 SO, must pay competitive compensation.

18 nothing unreasonable. Thereis no basisfor 18 The Consumer Advocate s brief refersto

19 the Board to conclude that any of these 19 proposed changesin New Brunswick and the
20 particular estimates of test year costsare 20 Federal civil services. These developments

21 unreasonable or imprudent. 21 were not introduced in evidence or explored

22 First, on drugcosts. The Consumer 22 during the hearing and they certainly do not

23 Advocate asserts that OPEB expense should be 23 represent any evidence, let alone any clear

24 reduced because he speculates that drug costs 24 evidence, of changesin retiring allowancesin

25 will be lessthan forecast. There' sno basis 25 Newfoundland and Labrador. But keep in mind,

Page 34 Page 36

1 inthe evidence for that conclusion. The 1 retiring allowances are one part of atotal

2 point was addressed by Ms. Perry in cross- 2 compensation package. Changing any one

3 examination. You'll find the evidence January 3 component necessarily requires adjustment to

4 15th, page 133, line 3 and it carries through 4 other componentsto ensure that the total

5 to page 141, line 13, and also on January 16 5 compensation package remains competitive and

6 beginning at page 9, line 2, going through to 6 you must be competitive, especially in today’s

7 page 17, line 23. 7 environment. So thereis simply no basisto

8 And succinctly summarized, Ms. Perry made 8 conclude that the test year estimate of costs

9 the following observations: Newfoundland 9 for labour overall is unreasonable or
10 Power followed the usual process of 10 imprudent.

11 forecasting drug costs based upon the health 11 And the third point is the sT1 or short

12 care trend numbers provided by Mercers. 12 term incentive plan. If | follow the brief

13 Mercers said the effect of the new drug 13 correctly, the Consumer Advocate's primary
14 regulation was impractical to quantify at this 14 focus appears to be with respect to the

15 point intime. Overall drug costs depend not 15 earnings related component of the short term
16 only on price but also drug usage. Further, 16 incentive plan. Hisbasis argument seemsto
17 Newfoundland Power already has pricing 17 be that earnings benefit shareholders not

18 agreements with pharmacies through Blue Cross |18 customersand | say in response, put ssimply,
19 which provide better pricesthan current on 19 that's nonsense. As | discussed earlier,

20 drugs. And the forecast drug costs are based 20 management has an obligation both to its
21 upon the best information currently available. 21 shareholders and to its customers to work hard
22 The Consumer Advocate' s assertion that a 22 to earn comparable returns. Unless the

23 six percent cost reduction will occur is 23 utility actually earnsa fair return, credit

24 unfounded speculation without any evidentiary 24 metrics deteriorate, bond ratings are

25 basis. It isno basisfor thisBoard to 25 jeopardized, borrowing costs potentially

Discoveries Unlimited Inc., Ph: (709)437-5028

Page 33 - Page 36




February 8, 2013

Multi-Page™

NL Power Inc. 2013 GRA

Page 37 Page 39
1 increase and customers suffer. The Electrical 1 returns. Earnings are important for both
2 Power Control Act makes it clear that 2 investors and customers.
3 maintaining a sound credit rating is an 3 Finally, Mr. Chairman, the last point |
4 important objective. 4 should touch on very briefly is the
5 The Consumer Advocate called no evidence 5 conservation plan. You'll note that the plan
6 with respect to executive compensation. 6 itself provides mechanisms for ongoing
7 Executive compensation was fully explored in 7 evaluation and consultation with industry and
8 the last GRA and the Board accepted the expert 8 market participants, no new or additional
9 testimony of Mr. Karl Aboud. In this hearing, 9 processisrequired. Progress isbeing made
10 the importance of earnings for customers was 10 with respect to conservation. Thisis an
11 fully set out in the response to CA-NP-452. 11 evolving program. Thenew program has an
12 Mr. Ludlow dealt with it in his direct 12 expanded portfolio of options for customers.
13 testimony and in his cross-examination. In 13 But | want to makeit clear, nothing limits
14 his brief, the Consumer Advocate conveniently 14 the number of customers who may want to take
15 left out Mr. Ludlow’ s answer referring to the 15 advantage of the insulation option. That
16 need for abalance between investors and 16 option remains open for existing homeowners,
17 customers. And Ms. Perry dealt with the 17 but the expanded portfolio gives customers
18 testimony -- dealt with theissue in her 18 additional opportunitiesto achieve savings on
19 testimony on January 15th, which you'll find 19 their electricity costs.
20 at page 1, lines 18 through to page 6, line 20 Mr. Chairman, Mr. Adams gave an
21 16. Andfinaly, incAa-NP-612, you'll see 21 interesting presentation with respect to mini-
22 that STI earning incentives have been included 22 split heat pumps. Newfoundland Power
23 in Newfoundland Power’ s cost of service since 23 personnel have spoken with Mr. Adams and will
24 at least 1977. 24 be following up with him further. Those heat
25 The Consumer Advocate refers to decisions 25 pumps will be evaluated by the utilities. Mr.
Page 38 Page 40
1 from Alberta and the Northwest Territories. 1 Adams did note himself, he made a reference to
2 These weren't referred to or examined during 2 Newfoundland Hydro doing an evaluation during
3 the evidence, but you will notein CA-NP-612 3 his testimony. However, heat pumps have
4 that financial performance is afactor in 4 significant capital cost, as well as ongoing
5 executive compensation in British Columbia, 5 expense. So the cost benefit analysis must be
6 Alberta, Prince Edward Island and of course, 6 considered over the long term and evaluated in
7 Newfoundland and Labrador. 7 light of energy supply costsand potential
8 But before | leave this, there's an 8 system savings. With adecision to proceed
9 interesting observation that Dr. Booth made 9 with Muskrat Falls, a hydro-electric project,
10 and I'd like totakeyou tothis. It'son 10 aproper cost benefit analysis necessarily
11 January 18th, page 19, lines 8to19. And 11 requiresinformation on energy supply costs
12 here’swhat Dr. Booth had to say about good 12 and the quantification of potential savings
13 management and earning the return. The 13 which is not currently available because
14 question | put to him "but in order to earn 14 potential savingswill be different when the
15 the return, amongst the factors you mentioned 15 Holyrood thermal plant is effectively replaced
16 is also good management?' and his answer 16 by hydro power. However, Newfoundland Power
17 "that’ s absolutely correct. If you look at 17 and Newfoundland Hydro will be assessing this
18 this and you have hopelessly incompetent 18 technology and its potential costs and system
19 management that keeps making mistakes, then 19 benefits as part of its continuing evaluation
20 you would get unstable earnings and then 20 of conservation opportunities.
21 you'rein a paradox to then give the equity 21 Mr. Chairman, Commissioners, those are my
22 holders a higher rate of return because they 22 submissions and comments, unless you have any
23 hired incompetent managers.” Dr. Booth 23 questions.
24 obviously sees the paradox that results if 24 CHAIRMAN:
25 management does not actually earn appropriate 25 Q. Sol guesswe ll break for 15 minutes?

Discoveries Unlimited Inc., Ph: (709)437-5028

Page 37 - Page 40




February 8, 2013

Multi-Page™

NL Power Inc. 2013 GRA

Page 41 Page 43
1 MS. GLYNN: 1 8.80 percent is not far off the nine percent
2 Q. 15 minutes, please, Mr. Chair. 2 order for 2010. And here we now have Canadian
3 CHAIRMAN: 3 utilities, including members of the Fortis
4 Q. 15. 4 family, now borrowing 40 and sometimes 50 year
5 (BREAK - 10:59 am.) 5 debt at incredibly low interest rates. And as
6 (RESUME - 11:18a.m.) 6 for the dividend yield, when Ms. McShane wrote
7 CHAIRMAN: 7 her expert report in 2009, it stood at 4.2
8 Q. Solthink, Mr. Johnson, we're over to you, 8 percent. Now it's down to about three
9 Sir. 9 percent, evidencing a declining trend in the
10 MR. JOHNSON: 10 cost of equity.
11 Q. Thank you, Mr. Chairman, Commissioners. | 11 Asfor the Tsx price index, well, in
12 recently reread thefinal argument that Mr. 12 March of 2009, just before Ms. McShane wrote
13 Kelly made on behalf of Newfoundland Power |13 her report, it was 7500 at its lowest, 8600 by
14 back in 2009 and at that time, he put certain 14 the end of March. By October of 2009, when we
15 propositions to the Board. He said that the 15 were in hearings, the Tsx price index stood at
16 propositions would be of considerable 16 around 10,900. By July 2012, it was 11,600.
17 assistance to the Board in its deliberations 17 By January 2013, it was 12,600.
18 onthecost of capital. The proposition at 18 Now the Board will recall in this case
19 the time was that the cost of equity was going 19 that Ms. McShane said that she prepared her
20 to be higher in 2010. He said it would be up, 20 2009 report, and these are her words, "around
21 not down, and he said the position -- that 21 thetime of theworst part of thecrisis."
22 proposition was really incontrovertible and he 22 But she testified aswell that things had
23 referred at the time to how the spread over 23 changed considerably over the course of that
24 the long Canada had risen to 275 basis points 24 year. Shetestified that by thetime the
25 inthe spring of 2009 at the time of the 25 hearing took place, there had been
Page 42 Page 44
1 company’s last bond issue and he pointed out 1 considerable improvement in market conditions.
2 that though the bond spreads had fallen by the 2 But she admitted that these improvements were
3 time of the hearing, it was clear that debt 3 not reflected in her recommended ROE because
4 investors required increased returns relative 4 her cost of equity tests were not sensitive to
5 to long Canada bond yields and he noted that 5 the changing conditions. That's the reason
6 with the cost of fully secured debt having 6 why there was no change in her recommendation.
7 increased, it was simply not logical to 7 Now in this case, Ms. McShane states that
8 believe that the cost of the unsecured equity 8 relativeto late 2009, the cost of equity,
9 investment had fallen. He said that the share 9 according to the application of her various
10 prices had dropped as aresult of the economic 10 testsis 50 basis points lower. But you have
11 turmoil and as the share pricesfell, the 11 to keep in mind that sheis using pretty much
12 dividend yield rosein relation to the share 12 the same testsin this GRA as she used the
13 price. The equity markets were thus 13 last time, abeit thistime, wenote that
14 signalling, he said, arising cost of equity, 14 somehow she has managed to double the
15 just asthe bond market was signalling a 15 floatation allowance.
16 rising cost of debt. The proposition, 16 Now Mr. Kelly, in 2009, also provided the
17 according to Mr. Kelly, wasinescapable that 17 Board with a second proposition and the second
18 the cost of equity in 2010 was going up. 18 proposition was that the maintenance of credit
19 Now given that this was such a key 19 worthiness for Newfoundland Power required a
20 proposition last time, | would have expected 20 return of between nine and a half and nine and
21 Newfoundland Power to be now giving you,as |21 three-quarters percent. Now they were seeking
22 itsfirst inescapable proposition, the fact 22 11 percent, but between nine and a half and
23 that the cost of equity is going to be lower 23 nine and three-quarters, he put that, that was
24 in 2013 than what it is presently set atin 24 the floor below which the company would not
25 ratesin 2012. Because after all, the present 25 maintain credit worthiness and it would not be
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1 ensured that the company would be able to 1 withdraw some of that monetary policy
2 issue further debt to maintain serviceto its 2 stimulus; that we have afinancial system
3 customers as required. 3 that’sfiringon al cylinders. That’sthe
4 Now with al due respect, the evidence in 4 Governor’s words and Dr. Booth refers to
5 this case clearly establishes that 5 Governor Carney’s statement that there are
6 Newfoundland Power overstated the return on 6 relatively few placesin the advanced world
7 equity that it required to maintain credit 7 that investors can put their money with a
8 worthiness and to ensure that the company was 8 degree of certainty that something
9 ableto issue further debt to maintain service 9 catastrophic is not going to happen. Canada
10 to its customers. They’ve had financial 10 is one of those countries.
11 integrity ever sincethe last GRA and they 11 Dr. Booth’s report goeson to forecast
12 didn’t require nineand a half or nine and 12 the long Canada bond yield and he discusses
13 three-quartersto get that. Both Mr. Ludlow 13 the us situation and the fact that the United
14 and Ms. Perry confirmed that the company has 14 States has yet to take its fiscal medicine, as
15 had financial integrity since the last general 15 he putsit. Hegoeson to address the state
16 rate application. Keepin mind aswell that 16 of the corporate bond market and the state of
17 the Board's financial consultant’s report 17 capital markets generally. He refers
18 shows that even if Newfoundland Power received |18 specifically to the Federal Reserve of Kansas
19 no rate relief in either 2013 and 2014, they 19 City and thefinancial stressindex and he
20 would still be meeting their credit metrics. 20 discusses how the researchers at the Bank of
21 Now this Board has heard from four 21 Canada who were actually the pioneers in
22 witnesses on the cost of capital related 22 developing afinancial condition stressindex,
23 issues and with due respect to each of the 23 their index is reflecting relatively easy
24 witnesses who testified, we submit that the 24 stress free capital market conditions.
25 witness who provided this Board with the most 25 He discusses the state of equity markets
Page 46 Page 48
1 in-depth analysis and explanation of capital 1 during and after the financial crisis and how
2 market conditions was Dr. Booth. 2 the state of the economy affects profitsin
3 Dr. Booth addresses the financia and 3 the capital market. He discusses how
4 economic outlook in hisreport asafirst and 4 profitability data hasimplicationsfor the
5 foremost issue. He starts hisdiscussion by 5 fair ROE. Dr. Booth concludes that the
6 considering the capital market conditions. He 6 overall Canadian economy isin good shape and
7 discusses the outlook for inflation. He looks 7 the financial system is firing at all
8 at the recent history of the long Canada bond 8 cylinders. The stock market is valuing
9 yield. He describesa situation with the 9 utilities favourably. Credit is easy.
10 Eurozone and the sovereign debt issues of the 10 Utilities are issuing 40 and 50 year debt at
11 US. He addressesthe wrangling in Congress 11 very low rates. Theonly problem, as Dr.
12 about the debt ceiling and the heavy lifting 12 Booth putsit, isthat as one of the very few
13 that Congress left to the Fed and details the 13 AAA rated issuers left inthe world, the
14 massive intervention of the Fed through the 14 Government of Canadais borrowing at extremely
15 Operation Twist. He discusses how policy 15 low interest rates, significantly lower than
16 makers in most other major economies are 16 the Us government. However thisdoes not,
17 looking for ways to stimulate their economies 17 according to Dr. Booth, indicate any
18 further amid the European debt crisisand he 18 heightened risk aversion in the credit
19 noted Governor Carney’s recent comments that 19 markets.
20 Canadais ina very different place. Dr. 20 Dr. Booth in full spends about 35 pages
21 Booth quotes Governor Carney as stating that 21 of his report bringing this Board through the
22 our economy is almost back at full capacity, 22 state of the capital markets, and | will put
23 that the labour market has been growing, that 23 it toyou that it is Dr. Booth who can speak
24 we're growing above trend and the extent to 24 of these matters with the most authority in
25 which we continue to grow abovetrend, wemay |25 this proceeding. Y ou can search high and you
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1 can search low in Dr. Vander Weide' s report 1 rate that is determined by ordinary investors,
2 for discussion of capital market conditions, 2 rather it's aninterest rate that has been
3 but you won'’t find it. 3 determined by the actions of the global policy
4 Ms. McShane discusses capital market 4 maker. Just prior to Operation Twist, Dr.
5 conditions, but the thing with Ms. McShane is 5 Booth testified that the Bank of Canada’ s June
6 that sheis so tied to her various tests that 6 2011 forecast for thelong Canada bond yield
7 at the end of the day, her recommended ROE as 7 was back to the four and a half to five
8 wesaw in 2009 isnot realy significantly 8 percent range and he indicated that it would
9 influenced by the state of the capital market 9 not be appropriate for Newfoundland Power to
10 conditions. Ms. McShane tellsus in her 10 have afair ROE determined by the actions of
11 report called "Trends in Economic and Capital 11 the Fed.
12 Market Conditions" that she is going to 12 (11:30am.)
13 address trends and cost of capital since the 13 Dr. Booth estimated the impact of
14 oral portion of the 2010 GRA, but it isvery 14 Operation Twist by studying the yields on the
15 clear that there is nothing that directly ties 15 TsX preferred share index which he regards as
16 in with her estimates. Where, for example, do 16 adistinctly Canadian investment because of
17 we see any discussion of how the collapsein 17 its tax treatment and noted that the yields on
18 the volatility or what she callsthe fear 18 the preferred share market did not come down
19 index has caused her to reduce her market risk 19 to the samedegree as on government and
20 premium estimate? In fact, thereis none, as 20 corporate bond yields following Operation
21 she increases her market risk premium 21 Twist.
22 estimate, even as Canadian utilities access 22 His credit spread adjustment, on the
23 funds at incredibly low rates for incredibly 23 other hand, takes into account recent research
24 long maturities. 24 at the Bank of Canadawhich looked at the
25 Now once again, we have Newfoundland 25 causes of the change in spreads between
Page 50 Page 52
1 Power indicating that the Board should give 1 corporate and government bond yields.
2 greater weight to recommendations arrived at 2 Now next we turn tothe market risk
3 by the use of these multiple tests or multiple 3 premium. The Board isvery familiar with the
4 methodologies and we'll come to these 4 market risk premium. The Board in its 2009
5 methodologies shortly and how they’ve been 5 GRA decision stated that "the equity risk
6 applied, but we submit that it has not been 6 premium test isfor the most part based on
7 established that the recommendation emanating 7 Canadian data and while it isnecessary to
8 from thesetests are deserving of greater 8 forecast for the future in assessing both the
9 weight than Dr. Booth’s recommendation. And 9 market risk premium and the beta, thisisthe
10 to the contrary, it has been established, in 10 sort of exercise that the Board is accustomed
11 our submission, that these other tests are not 11 to in the context of prospective regulation.”
12 substantiated and we will get to that. But 12 So this getsusinto thewhole question of
13 first to Dr. Booth's approach. 13 what is the expected market risk premium for
14 Dr. Booth says that the fair ROE isin 14 the market as awhole? Welook at that before
15 therange of sevento eight percent with a 15 welook at therelativerisk of autility as
16 midpoint of 7.5 percent on 40 percent common 16 compared to the market.
17 equity, which includesan 80 basis point 17 Dr. Booth’s analysis and judgment is that
18 adjustment for Operation Twist and a40 basis 18 the market risk premium is between five to six
19 point adjustment for credit spreads, for which 19 percent and hisestimate in that regard is
20 he sets out the rationale in his testimony. 20 extremely well grounded. He considers
21 As Dr. Booth testified, the us Feds 21 Canadian capital market history going back to
22 Operation Twist was intended to literaly 22 1924 which pointsto amarket risk premium
23 twist theyield curve and it worked. Tothe 23 under five percent, but he also givesweight
24 point that Dr. Booth does not regard the long 24 tous data. He observesthat the Canadian
25 term Canadian bond yield asrepresenting a 25 market risk premium has been about one percent
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1 lower than the United States, which has run 1 point out that regulators such as the National
2 about six percent. Dr. Booth also considers 2 Energy Board inits TQM decision in 2009 did
3 the results of an extensive survey by 3 not accept the premise that these utility
4 Professor Fernandez of some 7200 survey 4 betas revert to one as the Blume adjustment is
5 responses from financial analysts, companies 5 premised upon. Dr. Vander Weideis off the
6 and professors of finance, and this survey, 6 charts altogether at .73 to .92 for his beta
7 which was published in June of 2012 shows that 7 estimate. As wesay in our brief, Ms.
8 2200 us respondents, they said that the 8 McShane' s estimate is vastly in excess of any
9 average market risk premium estimate was about 9 betarange actually experienced by Canadian
10 five and a half percent and for the 94 10 utilitiesin the past 20 years. Dr. Booth's
11 Canadian respondents, the average was about 11 evidenceis that the Financia Post, Royal
12 5.4, rightinlinewith Dr. Booth’s estimate 12 Bank of Canada, Google, Yahoo Finance, they
13 of the market risk premium. 13 don’'t adjust their beta estimates in the way
14 By contrast, Ms. McShane has the market 14 assumed by these other witnesses. The
15 risk premium up at eight percent. Dr. Booth's 15 Consumer Advocate recommends that the Board
16 estimate, we would submit is not only 16 put most weight on the actual experience of
17 consistent with survey results, it is 17 Canadian utilities over thelast 20to 30
18 consistent with independent financial 18 years becausethe fact isneither of the
19 institutions, such as TD Economics, whose 19 witnesses put forward by Newfoundland Power
20 October 2012 report Dr. Booth refersto. Dr. 20 nor Mr. MacDonad have shown utility betas
21 Booth is also consistent with Mr. MacDonald 21 following the Blume adjustment process.
22 who indicates that the market risk premium is 22 Now I'd liketo say something about Dr.
23 in the range of five to six percent and whose 23 Booth’suse of discounted cash flow method.
24 report statesthat there was no evidence to 24 He used to use that method regularly and he,
25 support arisk premium outside that range and 25 today, regards it as one of the two
Page 54 Page 56
1 he too cites Professor Fernandez’ survey. 1 fundamental methods for determining the ROE.
2 The other thing quitetelling from the 2 However, he said applying it to Canadian
3 Fernandez study or survey is the direction of 3 utilitiesis extremely problematic these days
4 the market risk premium for the United States. 4 as there arenot many Canadian utilities
5 The survey shows that estimates have it coming 5 around and some of those who are around have
6 down over 2009, 2010, 2011 into 2012, 6 large levels of unregulated operations.
7 descending from 6.4 percent in 2009 tofive 7 Neither Dr. Vander Weide nor Mr. MacDonald use
8 and a half percent in 2012. So Ms. McShaneis 8 DCF estimateson Canadian utilities. Dr.
9 not only high, Commissioners, she’'sgoingin 9 Booth has started to look at DCF estimates
10 the wrong direction. In her May 2009 10 from both the United Statesand from the
11 Newfoundland Power report, which she was 11 Standard and Poor's composite data for
12 preparing in the immediate aftermath of the 12 electric and gas utilities. However, he says
13 meltdown in the market, she had the market 13 given the substantive difference between the
14 risk premium at 6.75 percent. Now she hasiit 14 United States and Canadian markets and
15 at eight percent. Ms. McShane' s judgment does 15 regulation, he regards these estimates asa
16 not pass the reasonableness test. Her 16 check only and as he indicated before the
17 judgment isnot constrained by the factsin 17 BCUC, the estimates need to be reduced 90 to
18 the capital markets. 18 100 basis points.
19 Thenweturn totherelativerisk of a 19 What is important to noteisthat Dr.
20 Canadian utility. Relative to the market asa 20 Booth does use bcF methods to estimate the
21 whole, Dr. Booth says it’s somewhere between 21 fair return for the capital market as awhole,
22 4510 55 percent because these are low beta 22 which is an important element in anchoring his
23 stocks. Mr. MacDonald isat .60, but Ms. 23 risk premium estimates. Dr. Booth points out
24 McShane isup around .65 to .70 on the basis 24 in his Appendix D that he would judge the fair
25 of the so-called Blume adjustment. 1’d just 25 rate of return onthe Canadian market asa
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1 whole to be 9.3 percent and the fair return on 1 premium would have dropped -- result would
2 the us market to be between nine and a half to 2 have dropped from 9.9 percent to 7.69 percent
3 ten and a half percent, so higher in the 3 and Mr. MacDonald's ERP would have dropped
4 United Statesthan in Canada. He's also 4 from ten and a quarter to eight. Mr.
5 anchored in this regard by reports such asthe 5 MacDonald, for his part, did not consider
6 TD Economics report. 6 doing itin the returnsfor returns way,
7 Newfoundland Power makes the point in 7 despite the fact that hisreport even had a
8 their brief that the use of long run geometric 8 reference to it being a returns from returns
9 estimations of returnsis not advocated by any 9 method. That line appeared in his report.
10 expertin thisproceeding. Well, first of 10 Now we haveto keepin mindthat the
11 al, it's important to point out that Dr. 11 historic utility approach is supposed to be
12 Booth referred to long run geometric returns, 12 estimating what the go-forward utility equity
13 but also said an adjustment was needed and he 13 risk premium is. As Ms. McShane's report
14 said this repeatedly to make them arithmetic 14 says, it issupposed to bean indicator of
15 rather than compound returns. Newfoundland 15 what investors expect for the future based on
16 Power may not likeit, but TD Economics puts 16 the premise that over the long term investors
17 the long run compound return for equities at 17 expectationsand their experience converge.
18 seven percent, which when you convert to an 18 Using the approach of Ms. McShane, Dr. Vander
19 arithmetic basis, is around nine percent. 19 Weide and Mr. MacDonald, they are arriving at
20 Now | want to talk about the multiple 20 risk premiumsof around 6.7to 6.7 (sic)
21 test or multiple methodologies. First let me 21 percent for a utility and using their
22 make this observation about Ms. McShane. Even |22 approach, you have to arrive at the conclusion
23 if you accept her risk adjusted equity market 23 that utilities which have long been regarded
24 premium test, which is derived from an 24 as being safer than the average company would
25 outsized eight percent market risk premium and 25 have warranted an addition 5.4 percent risk
Page 58 Page 60
1 an outsized Blume adjustment beta, she till 1 premium over the entire TSX over the period
2 getsto 8.9 percent, and secondly, we find it 2 1956 to 2011.
3 rather interesting that she has actually 3 Now as came out during the hearing, this
4 doubled her financing floatation allowance 4 historic utility approach was advocated by Ms.
5 from 50 basispointsto afull one percent 5 McShane before the Alberta Utilities
6 alowance. Ms. Perry had no knowledge of 6 Commission in the relatively recent 2011
7 floatation costs doubling. We can only make 7 generic cost of capital proceeding and the
8 the assumption that it’s getting increasingly 8 Alberta Board agreed with theintervenorsin
9 difficult for utility expert witnesses to 9 that case that part of the reason for higher
10 attempt to justify the ROE recommendations 10 historical returns for the utilities over that
11 that they are putting forward, which brings us 11 period may be that allowed returns have been
12 tothe historic utility analysis. This is 12 higher than the actual ROEthat investors
13 what Dr. Vander Weide refersto asthe ex 13 expected and required for investments of
14 poste risk premium and Mr. MacDonald callsthe |14 comparable risk. Therefore, the Alberta
15 ERP. 15 Commission found that the evidence on historic
16 For many years, asthis Board heard, Ms. 16 returns was inconclusive with respect to the
17 M cShane admitted, indeed up to 2007, shewould |17 return investors expect on comparable
18 deduct the returns earned on bonds from the 18 investments. Similarly, we submit that there
19 returns earned on stocks and that’s how she 19 IS no reasonable basis for the Board to
20 would arriveat the historic utility risk 20 conclude that this method puts forward
21 premium. If she had used that approach, her 21 reliable evidence with respect to the return
22 historic utility cost of equity would have 22 investors expect on a utility like
23 dropped from ten and a quarter percent to 23 Newfoundland Power.
24 around 7.97 percent, and by the same 24 Let me turnto a discussion of the
25 procedure, Dr. Vander Weide'sex poste risk 25 discounted cash flow test. Putting aside for
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1 the moment the question whether the company 1 the recent 2011 Alberta generic cost of
2 has chosen to populatethe samplesof the 2 capital proceeding were not able to achieve
3 witnesses are similar to Newfoundland Power, 3 anything close to compound Us GDP growth over
4 we have amorebasic problem. It isclear 4 the 20-year period from 1990 to 2010. Her us
5 from the estimation methods used by Ms. 5 firms, which include several companies
6 McShane, for instance, that the DCF estimate 6 utilized by her in this proceeding, achieved
7 fallsfrom simply using analyst’s long growth 7 only 2.7 percent average growth in dividends
8 estimates inthe constant growth model to 8 per share compared to the compound growth of
9 tapering them down to the long run growth in 9 GDP of 4.7 percent over that long period.
10 the economy at stage three and tapering them 10 (11:45am.)
11 down again when you use the actual forecast 11 And this iswhere Dr. Booth’'s concern
12 ROE and financial parametersof the company 12 comesin as heexpressed it at the hearing.
13 that generates the future growth, which isthe 13 While conceptually DCF and risk premium models
14 sustainable method. 14 areequaly valid, it'svery important that
15 Thisisaclear indication that not only 15 any estimates of future growth for utilities
16 are the short run analyst’s growth estimates 16 reflect reasonabl e constraints because of the
17 unreasonable methods for long run growth, but 17 fact that these are dow growing mature
18 that using the long run GDP growth rate also 18 companies. As he testified, that’s one
19 overestimates a reasonable long run growth 19 criticismthat he hasagainst some of the
20 rate. So we ask avery ssimple question here. 20 other evidence before this Board, "that none
21 What evidence has been put forward by 21 of the standard checks have been done."
22 Newfoundland Power’'s witnesses or by Mr. 22 That'saprofessor of finance at one of the
23 MacDonald to substantiate that the companies 23 most well known universities in the country.
24 they includein their samplesof these very 24 We submit that there is optimism built in to
25 mature utilities have historically been able 25 these growth rates and we do not see evidence
Page 62 Page 64
1 to achieve dividend growth rates anywhere near 1 in this case that investors believe optimistic
2 what their forecast growth models are premised 2 forecasts. Similarly, the Alberta Board
3 on. The answer, of course as we know, is that 3 didn't believethere was investor -- that
4 there is no evidence on the record to 4 there was evidence that investors believe
5 substantiate that either the Canadian or the 5 optimistic forecast.
6 usutilities were in fact able to achieve the 6 Aswe stated in our brief, accordingly,
7 GDP growth rate historically. 7 in our submission, inadequate substantiation
8 Now in Dr. Vander Weide's case, he 8 has been put forward by Newfoundland Power’s
9 doesn’t use amulti-stage DCFmodel at all 9 cost of capital witnesses and by Mr. MacDonald
10 anyway, but thefact is that the multi-stage 10 to ground the Board' sreliance upon DCF test
11 model produces |lower ROE estimates than the 11 resultsin this proceeding. Basing the fair
12 constant growth model, precisely because 12 return for Newfoundland Power on an analysis
13 analyst’s forecasts used in the constant 13 so lacking in substantiation is not
14 growth models, exceed forecast GDP growth. We |14 reasonable.
15 asked Dr. Vander Weide specifically in the RFi 15 This brings us to the companies
16 process for datato substantiate whether his 16 themselves that were part of these witnesses
17 firms were able to achieve growth rates as put 17 samples. Aswe said in our opening statement
18 forward in the proceeding and hetold us he 18 to the Board, Newfoundland Power has
19 didn’t examine historical dividend growth data 19 essentially doubled down on the American
20 and he told me during the hearing to get the 20 evidence in this case and it's just as
21 data and analyze it. They’'re publicly 21 deficient asit wasin 2009. As thisBoard
22 available. 22 stated quite clearly in P.U. 43, in thistype
23 Now this Board will recall, however, that 23 of analysis, it’s not enough that the chosen
24 we did find out from cross-examination of Ms. 24 comparables are the best available. If the
25 McShane that her sample of Uscompaniesfrom |25 dataisto berelied on it must be shown to be
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1 a reasonable proxy of that reasonable 1 samples, nor do several of the companiesin
2 adjustments can be made to account for the 2 the samples have the full extension of weather
3 differences. In thiscase, asin 2009, the 3 normalization protection that Newfoundland
4 evidenceis again overwhelming of a lack of 4 Power has. Newfoundland Power operatesin a
5 balance asit isclear that on amost every 5 forward test year regimewhichis viewed as
6 measure, Newfoundland Power would haveto be 6 being the least risky. Dr. Vander Weide's
7 considered less risky than the us comparables. 7 July 2012 testimony in Missouri, which he
8 That essential fact has not changed, despite 8 tabled in responseto an undertaking, said
9 the manner in which Ms. McShane has repackaged 9 that the risk of regulatory lag can be
10 the evidence. Dr. Vander Weide' s samples are 10 addressed by regulators through, amongst other
11 evenworse. The mgjority of Ms. McShane's 11 things, the establishment of forward looking
12 samples are from the 2009 case anyway. Of the 12 test years. Quite a number of companiesin
13 six companies she dropped for not meeting her 13 these samples do not operate in forward test
14 criteria, four of them are now in Dr. Vander 14 year jurisdictions. Regulatory lagis an
15 Weide's sample, amongst others that are 15 issuein the United States, but it's not an
16 actually ranked by Standard and Poor's as 16 issue at all for Newfoundland Power, according
17 among the very weakest rated utility companies 17 to Ms. Perry.
18 in the whole of the United States. 18 Finally, Newfoundland Power has very
19 Despite what Ms. McShane and Dr. Vander 19 little earnings volatility. Ms. McShane
20 Weide say, Canada’ s business, as well asits 20 admitted that if you have lower year-to-year
21 regulatory environment, has consistently been 21 return volatility, it may indicate that you've
22 seen as supportive relaive to the United 22 got lower shortterm risk. Dr. Booth's
23 States. Newfoundland Power is arelatively 23 evidence clearly indicated that the 14 us
24 low risk utility segment, being a transmission 24 integrated electric utilities that he looked
25 and distribution company. Theonly firmin 25 at had significantly more earnings volatility
Page 66 Page 68
1 the samplesof either Ms. McShane or Mr. 1 than Newfoundland Power. Newfoundland Power
2 MacDonald’' s sample that istruly a T&D company 2 was by far the lowest with a standard
3 is Consolidated Edison. Newfoundland Power is 3 deviationin its ROE Of just.64 percent,
4 a completely regulated company, no unregul ated 4 whereasfor the United States utilities, it
5 assetsor earnings. As we detailed in our 5 ranged from 1.3 percent up to nearly eight
6 brief, a number of the companies used in the 6 percent and certain of these companies with
7 samples have significant levels of unregulated 7 higher volatility were in the samples of Ms.
8 revenue from segmentsthat are not protected 8 McShane and Mr. MacDonald and most of the 14
9 from competition. Newfoundland Power’s 9 companies examined arein Dr. Vander Weide's
10 customer baseis very favourable. 1t hasno 10 comprehensive us utility group.
11 industrial customers and 87 percent of its 11 So as was the case in 2009, Newfoundland
12 total customers are residential, a point made 12 Power would have to be considered as less
13 explicitly by Newfoundland Power in its 13 risky than the ussamples on nearly every
14 presentation to both bBRS and Moody’s in 14 single measure and as Dr. Booth pointed out,
15 February of 2011, which is found in 15 even if you would consider these companies to
16 Undertaking 10. They note aswell that 85 16 be practically identical to Newfoundland
17 percent of their commercial electricity sales 17 Power, you would «till have to make
18 are to customersin the service sector. 18 adjustments because of the United States
19 It is very clear as well that 19 situation. This goes beyond the companies.
20 Newfoundland Power is relatively free of 20 Theissue for the Board to consider is whether
21 competition. Moody’s refers to them as 21 there issufficient evidence to support a
22 dominating the market which is geographically 22 finding that Canada’s and the United States
23 isolated and effectively protected from 23 regulatory ingtitutional economic and
24 potential competition. Not so for the 24 financial environments and their impact on the
25 companiesin Ms. McShane' sand Mr. MacDonald’s 25 resulting opportunities for investors or for
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1 rate regulated companies are comparable. 1 rating, as they do not add fixed interest
2 We believe the evidence isvery clear 2 costs.
3 that you must make adjustments. As Dr. Booth 3 As we point out in our brief, the
4 notes, undeniably, long term bond yields are 4 reduction of the revenue requirement would
5 higher in the United States, at least 50 basis 5 have very, very modest impactson interest
6 points higher than in Canada. He then says 6 coverage and cash flow to debt, a point we
7 you look at the market risk premiums, historic 7 make at page 29. Newfoundland Power, in all
8 evidence of the market risk premiums are of 8 due respect, isgrasping at strawson this
9 being higher inthe United States, and you 9 issue and they are setting up straw men
10 look at the Canadian utilities versusthe Us 10 arguments that they can knock down. Weare
11 utilities. You can look at usevidence, but 11 not, and | want to make this perfectly clear,
12 you have to make adjustments. Mr. MacDonald |12 we'renot suggesting that Fortis Inc. issue
13 said the same thing. 13 the preference shares and mirror them down to
14 Ms. McShane and Dr. Vander Weide are the 14 Newfoundland Power, nor is Dr. Booth
15 only oneswho don’t believe you have to make 15 suggesting, contrary to what Newfoundland
16 adjustments, and inthe case of Dr. Vander 16 Power’'s brief states, that they issue
17 Weide, he essentially believes that American 17 retractable preference shareseither. They
18 regulators have been getting it right and 18 keep saying that issuing retractable
19 Canadian regulators have been getting it wrong 19 preference shares asindicated by Dr. Booth
20 for decades. AsDr. Booth putsit, everybody 20 would be effectively the same as issuing
21 in Canada has somehow been having thesevery |21 additional debt. But as we have pointed out
22 in-depth four or five day hearingsin the cost 22 at our brief on page 30, and as Newfoundland
23 of capital and somehow in Canada we've been 23 Power well knows, DBRswill typically treat
24 getting it wrong for thelast 15-20 years? 24 preferred shares and hybrids as debt when the
25 Dr. Booth doesn’t think that’s credible for it 25 ratio of preferred equity and hybrids to
Page 70 Page 72
1 means that every regulator in Canada has been 1 common equity exceeds 20 percent, but with Dr.
2 deficient in evaluating the evidence before 2 Booth’ s recommendation, the ratio will not be
3 them. Wewould ask the Board to reject that 3 20 percent. It will only be 15 percent
4 notion. 4 because we are adding five percent new
5 We are advocating, Dr. Booth is 5 preference shareson top of the one percent
6 recommending, that the Board, for rate making 6 existing preference shares and the ratio of
7 purposes, reduce the common equity component 7 Six percent to 40 percent common equity is
8 in Newfoundland Power’s capital structure to 8 only 15 percent, not 20. Sothat'sa red
9 40 percent and replace for rate making 9 herring.
10 purposes the five percent common equity with 10 Furthermore, Dr. Booth testified that it
11 preferred shares. This does not require 11 was ridiculous, as he put it, that preferred
12 intrusion into the company’ s actual decisions 12 shares could not be placed through a private
13 regarding the utilities capitalization as this 13 placement. He said it's the investment
14 Board clearly stated in P.U. 19 in 2003. 14 banker's job to go out and sell these
15 Newfoundland Power’s capital structure 15 securities and you give them a commission and
16 with 45 percent common equity is higher than 16 these securities will be placed somewhere. So
17 any other Fortis utility inthe country and 17 the request that we've madein our brief is
18 higher than Fortis Inc. itself. All the rest 18 for the Board to direct Newfoundland Power to
19 of the Fortis utilities are down around 40 19 go out, get two quotes from investment dealers
20 percent and the parent company isdown to 20 asto the cost of such anissue for approval
21 something sightly lessthan 35 percent common |21 by the Board or aternatively, andin the
22 equity. Dr. Booth’s report addresses the fact 22 interim, recommend for rate making purposes
23 that preferred shares, unlike bonds, are 23 that Newfoundland Power be deemed to have
24 similar to equity and are paid out of after 24 issued five percent preferred dividend shares
25 tax income and therefore support the credit 25 at the same cost as the recent November 2012
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1 issue by Fortis. 1 because of accountslike the OPEBS treatment
2 Weregard thisstep asreplacing five 2 and the OPEVA protectionsand it seemsvery
3 percent common equity with preference shares 3 clear, based upon definitions of financial
4 asavery moderated approach. As Dr. Booth 4 risk that this Board has used in the past, as
5 put it, ahalfway house between going to the 5 outlined in our brief, that Newfoundland Power
6 sameratios as other Fortis utilities which 6 haslower financial risk because of the 45
7 have up to 60 percent debt in their capital 7 percent equity component than most other
8 structure. We are not requesting that the 8 utilities in the country.
9 Board replace five percent equity with debt. 9 So, as Dr. Booth puts it in apassage
10 It would result in savings to customers and it 10 that we have outlined in our brief at page 33,
11 would not impair Newfoundland Power’s 11 it'salogical conclusion that if Newfoundland
12 financial integrity. We believeitisavery 12 Power is an average business risk utility and
13 reasoned and balanced approach to take, asit 13 has lower financid risk, then it should have
14 would not be adding fixed interest and 14 alower allowed ROE than a benchmark Canadian
15 therefore would be supportive of the credit 15 utility or its common equity should be
16 rating and it would bring Newfoundland Power 16 reduced. Dr. Booth indicated that he
17 closer to being at par with its sister 17 refrained from making a capita structure
18 utilities. 18 recommendation previously due to the state of
19 Mr. MacDonald suggested that the capital 19 capital markets. However, as he pointed out,
20 structure is something that we should be 20 as time passes and the markets heal, the need
21 constantly looking at and he expressed a 21 for such a high equity ratio passes.
22 concern about the sovereign debt crisis, 22 Newfoundland Power, in their brief, attempts
23 particularly in the United States and he was 23 to make hay from the fact that Dr. Booth
24 looking at that in his determining that it was 24 didn’t recommend achange in the capital
25 appropriate to maintain that at 45 percent 25 structurein May of 2012. | would just point
Page 74 Page 76
1 until we had clarity or some clarity on those 1 out that it’s very well known that 2012 was an
2 issues. We would submit that Dr. Booth's 2 interim arrangement for 2012 and there would
3 evidenceis to be preferred on this point. 3 beafull contested GRA, which isprecisely
4 The macro economic conditions are not such as 4 the process that we' re sitting in now.
5 to continueto justify Newfoundland Power 5 Newfoundland Power, once again, wants to
6 having 45 percent common equity when its 6 make light of the extensive cross-examination
7 sister utilities have 40 percent and they are 7 on risk differences between Canadian
8 subject to the same macro economic issues as 8 utilities, including differences between BC
9 Newfoundland Power. And keep in mind as well 9 utilities and Newfoundland Power. And you'll
10 that Dr. Booth’s proposa still gives 10 recall that Newfoundland Power was similarly
11 Newfoundland Power pretty much the best 11 dismissive about cross-examination in itslast
12 capital structure across Canada, in terms of 12 GRA about the ustilitiesthat Ms. McShane
13 utilities. 13 was referring to. But the key thing with this
14 Further, as we set out in our brief from 14 BC evidence is that thisis Ms. McShan€e' s own
15 the standpoint of businessrisk and financial 15 evidence that she spoke to only a month before
16 risk, we submit that at the very most, 16 shetestified here and it's quite useful for
17 Newfoundland Power has average business risk 17 putting the discussion around the risk that
18 compared to other utilities. It certainly 18 Newfoundland Power facesinto a perspective
19 does not have above average risk compared to 19 for the Board. Ms. McShane'sevidence in
20 other utilities, that'sfor sure, in our 20 British Columbia was that generically, the
21 submission. Although that wasa point that 21 lowest risk is electricity transmission, and
22 Ms. Perry did not want to concede. 22 of course, Newfoundland Power does have some
23 Over the past few years, Newfoundland 23 transmission. Next would be electricity
24 Power’ s business risk, certainly in terms of 24 distribution, that would apply to Newfoundland
25 itsearnings volatility, hasonly improved 25 Power. Higher interms of risk would be
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1 natural gas distribution and the highest would 1 argument that Newfoundland Power’s size erases
2 be vertically integrated utilities. 2 al of the advantages that Newfoundland Power
3 (12:00) 3 enjoysby way of these other business risk
4 Now in FEI in British Columbia, that’s a 4 indicia, whether it isbelonging in alow risk
5 natural gas distribution company. It's larger 5 T & D sector, to its being market dominant, to
6 than Newfoundland Power. It's a heating load 6 its having little competition. There isno
7 gas utility which has more exposure to 7 objective evidence that Newfoundland Power is
8 declining throughput due to factors such as 8 required to have 45 percent common equity to
9 smaller and more energy efficient houses than 9 be an average risk Canadian utility. We were
10 eectricity distributors. Unlike Newfoundland 10 very struck in this hearing when our learned
11 Power, which has a capture rate of around 90 11 friend, Ms. Greene, Q.C. asked Ms. McShane to
12 percent in new residential units, FEI'S 12 name a Canadian utility with alower risk than
13 capture rate in new multi-unit dwellings 13 Newfoundland Power. You will recall that
14 continues to be materially lower than in 14 there was an extended silence. The only one
15 single family housing, only 30 percent in 15 that she could come up with as Altalink, which
16 multi-unit where the trend isgoing in that 16 she said would have alower business risk, and
17 market versus 70 percent in the single family 17 that’ s been reflected in alower common equity
18 housing units. Ms. McShane's evidence was 18 ratio by the Alberta Utilities Commission, but
19 that usage rates of new residential customers 19 even then she qualified it by saying, I’'m not
20 of FEl was 50 percent lower than that of 20 sure when you look at it on an overall basis
21 existing customers. Natural gases share of 21 it's necessarily that much lower risk. It's
22 the BC market isjust under 50 percent, well 22 pretty telling when the company’ s main capital
23 lower than the share that natural gas enjoys 23 witness couldn’t think of a utility in Canada
24 in Ontario and in Alberta. Alberta, | 24 with lower risk than Newfoundland Power. Now
25 believe, is up to 80 percent according to her 25 finally, I would like to address something
Page 78 Page 80
1 evidence. Her evidence clearly displays that 1 that | never addressed in my brief, but it was
2 FEI isfacing competitive pressures. They're 2 a contention of Ms. McShane that her
3 facing provincial energy policieswhich are 3 recommendation for the fair ROE would increase
4 discouraging of the use of fossil fuels, and 4 by about 50 basis pointsif the common equity
5 promoting the development and use of clean 5 component was lowered by 5 percent. We would
6 energy technologies and renewable resources. 6 urge great caution here. In our respectful
7 FEI is subject to a carbon tax on its natural 7 submission, the Board would only adjust the
8 gas. Accordingto Ms. McShane in her own 8 ROE if the Board found that Newfoundland Power
9 evidence, FEI'S operating risk includes 9 isan averagerisk utility and their capital
10 outages, gas leaks, severe weather, natural 10 structure is more aggressive than the average.
11 disasters, it operatesin aremote and rugged 11 That is tosay that if the average common
12 terrain subject to damage from a variety of 12 equity for afirm like Newfoundland Power was
13 natural events, including avaanches, 13 40 percent, and the Board gave Newfoundland
14 landdlides, fires. So Newfoundland Power is 14 Power 35 percent like Fortis uses, then you
15 not alone when it comes to challenging 15 would adjust the ROE. However, in this case,
16 operating environments, and all the while Ms, 16 we are simply moving an average risk utility
17 McShane says that FEI's regulatory risk is 17 to the average common equity ratio and
18 increasing andit’s increasingly involving 18 recommending an average ROE. | would urge
19 regulatory lag and uncertainty that stems from 19 caution aswell in Mr. Kelly’'s reference to
20 the changing energy environment. Ms. 20 Schedule 3 to Ms. McShane' s Report of allowed
21 McShane, however, would only concedethat FEI |21 ROES. Those allowed ROESinclude ROESfrom
22 isof "somewhat higher fundamental business 22 companiesthat are like PNG and Nova Scotia
23 risk than Newfoundland Power". She says she 23 Power, which Ms. McShane puts at being the
24 would consider them relatively similar if you 24 highest risk inthe country. Weend this
25 consider the size issue. We do not accept the 25 capital structure discussion by stating to you
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1 that there's no objective evidence that 1 forward risk premium for Canadian utility.
2 Newfoundland Power requires 45 percent common 2 Recall as well that the DCF tests are not
3 equity to be an average risk Canadian utility. 3 backed up by substantiation. Consider whose
4 Dr. Booth's preference share proposa 4 recommendations for the fair ROEis actually
5 represents a balanced and reasonable approach 5 tethered to the real world. Consider the
6 to lowering Newfoundland Power’ s common equity 6 indications from TD Economics, Royal Bank of
7 ratio for rate making purposes. Asregards 7 Canada. Theseingtitutions are independent.
8 the weight of expert cost of capital evidence, 8 Wewould urgeyou to reflect on whether it
9 we submit that the evidence of Dr. Boothis 9 truly constitutes good judgment to come before
10 entitled to the greatest weight before the 10 the Board, asthe utility witnesses have done,
11 Board. Hisevidenceis clearly moretied to 11 and tell you that what is at worst an average
12 the circumstances of the capital markets. 12 risk Canadian utility like Newfoundland Power
13 Neither Dr. Vander Weide or Mr. MacDonad 13 should be awarded 10.5 percent on its common
14 discussed in any substantive fashion the 14 equity. Consider what that would mean in the
15 capital markets. With Ms. McShane, thereis 15 context of people who are saving for their own
16 nothing that directly ties in with her 16 retirements, or thereturns that are being
17 estimates. Toagreat extent, her estimates 17 achieved in pension plans. Does that
18 are detached from the general capital market 18 constitute judgment constrained by facts?
19 discussion. Were she to more accurately 19 Seemingly, these witnesses wish for us to
20 incorporate her discussion of capital market 20 forget the outside world when we enter this
21 conditionsinto her testimony, it would lead 21 room, and park commonsense out by the door.
22 inevitably toa lowering of her fair ROE 22 And least it should be considered that Dr.
23 recommendation. Dr. Booth, in contrast, is 23 Booth, who would put the return between 7 and
24 the only witness that has substantively looked 24 8 percent at 7.5 isa low ball estimator,
25 at the development of capital market 25 consider Dr. Booth’'s evidence that every
Page 82 Page 84
1 conditions since 2008, bothinterms of the 1 utility in Canadahasgot amarket to book
2 credit risk adjustment he used, and his 2 ratio of about 1.4to 1.8 percent, as he
3 recognition of the impact of the us operation 3 stated. It means, as he put it, that
4 "Twist". In assessing the weight to be given 4 investors are very, very happy with allowed
5 to the witnesses, we would urge that the Board 5 ROESin Canada. We submit that Dr. Booth's
6 look atthe actual detailsby which they 6 evidenceis clearly the most deserving of the
7 arrive at their recommendations, not just the 7 weight to be given by the Board. Inrelation
8 recommendations alone. The DCF based equity 8 to the automatic adjustment formula, both the
9 risk premium test carried out by Ms. McShane 9 Board's staff witness, Mr. MacDonald, and Dr.
10 and Dr. Vander Weide, as we outlined in our 10 Booth, recommended aformula. The consumer
11 brief at page 26, showed dramatic decreasesin 11 advocate supports the recommendation of Dr.
12 the DCF cost of equity from 2009 to 2012. In 12 Booth’s automatic adjustment formula. Dr.
13 Ms. McShane's case, 180 basis point drop. Dr. 13 Booth’s addition of a50 percent adjustment
14 Vander Weide'scase, 190 basispoint drop 14 for credit spreads has been accepted by the
15 sincethis Board heard the evidencein the 15 Regie and the OEB. In this, heand Mr.
16 last Newfoundland Power GRA, and 320 basis 16 MacDonald are in agreement, as was Ms. McShane
17 points down from March, 2009, relative to 17 previously before the NEB, and the Regie. So
18 where they stood in June, 2012. We ask the 18 there is consensus on that point. This Board
19 Board not to permit new and inventive ways of 19 has along history of using the formula and we
20 carrying out the historic utility premium test 20 regard Dr. Booth’s recommendation asregards
21 or inventiveness in relation to the financing 21 adjustment to changes in long Canada bond
22 flow station coststo distract you from this 22 yields as reasonable, and in linewith the
23 fact. Keepin mind aswell that the historic 23 Board’s historical adjustment mechanism. Dr.
24 utility method, however these witnesses have 24 Booth's evidence was that a 50 percent change
25 labelled it, is not representative of the go 25 isrecommended by Mr. MacDonald and by Ms.
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1 McShane in the Regie case violated basic 1 of the legidlation would be zero. We have
2 economic assumptions and was rejected by the 2 attempted and it’s only an attempt, to make a
3 Regie, who adopted Dr. Booth's 75 percent 3 better forecast than assuming, as the company
4 change. Dr. Booth testified that the 4 did, that there would be absolutely no impact.
5 adjustment factor would provide consistency 5 We base that off the admitted fact that about
6 with prior decisions of the Board as interest 6 60 percent of the plan is geared toward
7 rates revert to normal. The consumer advocate 7 generic drugs, and the evidence from Ms. Perry
8 recommends Dr. Booth's approach to deal with 8 indicated that Blue Cross provided that the
9 the current situation of exceptionally low 9 impact on at least certain drugs could be as
10 interest rates. Dr. Booth recommends a floor 10 high as 20 percent. So we put forward asa
11 for the long Canada bond yield forecast to be 11 more reasonable assumption, an assumption of a
12 Set at 3.8 percent. This ensures that unless 12 6 percent reduction in OPEB’s expense rather
13 the long Canada bond yield substantially 13 than a zero percent impact, and the 6 percent
14 increases and moves back to normal range, 14 figureisarrived at by assuming « of the as
15 thereis no changein thealowed ROE. As 15 high as 20 percent impact, so 10 percent, and
16 regards operating cost, the impact of new 16 assuming - and applying that savingsto 60
17 provincial regulations regarding generic 17 percent of thetotal expense, whichis the
18 drugs, we deal with this, of course, in our 18 portion that relates that generic drugs. It's
19 brief at page 38 and 39. We submit that the 19 imperfect, perhapsimprecise, but better than
20 revenue requirement of Newfoundland Power |20 assuming no cost reduction, and obviously, as
21 should reflect some cost savings arising from 21 we point out, these regulations were designed
22 the passage of thislegislation. Section 5 of 22 to benefit everyone who must pay for the
23 the legislation mandates that the price for a 23 generic drugs, and, therefore, the only way to
24 product listedin the formulary shall not 24 pass the benefit on through the rate payersin
25 exceed 40 percent of the brand price, and this 25 a timely manner is to adjust the oPeEB's
Page 86 Page 88
1 applies for the period from October 1st, 2012, 1 expense as included inrates for 2013 and
2 to March 31st, 2013, but from April 1st, 2013 2 2014, andto the extent that it'sa mis
3 onward, the product shall not exceed 35 3 estimate, the OPEBDA will ensure the actual
4 percent of the brand price. The bottom line 4 cost will be ultimately passed on to
5 isthat the savings or potential savingsfrom 5 customers. | turn now to the retirement
6 theregulation are not reflected inthe 2013 6 allowances. Customersof Newfoundland Power
7 and 2014 test year, OPEB’'Sexpense. The 7 have aright to expect that the management and
8 company’s actuary simply uses historical data 8 operation of the company is carried out at the
9 to extrapolate forward for the purposes of 9 lowest possible cost consistent with the
10 accounting. So obviously an extrapolation of 10 provison of safe, reliable service.
11 historical data could not reflect the downward 11 Newfoundland Power, asa matter of course,
12 impact of the legislated reduction in generic 12 offers costly retirement allowance benefitsto
13 drug costs, and while the Mercer approach is 13 new hires. Inthe caseof a new unionized
14 standard for financial reporting purposes, 14 employee, that’sa matter of a collective
15 it'snot meant to be aforecast that would 15 agreement that’ s presently in force. So that
16 meet accepted standards for determining 16 remains an extant obligation. However, there
17 forecast for atest year that should be 17 is no extant obligation to continue to offer
18 recovered in the customer’s rates. So our 18 retirement allowances to new hires who join
19 proposition is that the forecast of costs that 19 the non-unionized ranks of Newfoundland Power.
20 areincluded in the rates should reflect all 20 There' s absolutely no doubt that Newfoundland
21 known cost driversthat will result in higher, 21 Power isa well regarded, well sought after
22 or in this case, what we believe to be lower 22 employer, aswas clear through the cross-
23 rates than are derived by simply extrapolating 23 examination of Mr. Smith. Newfoundland Power
24 past costs. We believe that that will bea 24 receives multitudes of qualified applications
25 fairer way to go than assuming that the impact 25 from prospective employees whenever it issues
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1 apublic advertisement for a position at the 1 OPEBS expense. Thisis precisely what we want
2 company, but the fact iswith the coming 2 to see in relation to these retirement
3 demographic changes in the workforce at 3 alowances. At this time, the consumer
4 Newfoundland Power, customers should not have | 4 advocate submits that the revenue requirement
5 to bear the cost of retirement allowances for 5 for 2013 and 2014 should not include any
6 these new hires. This retirement allowance 6 recognition of future retirement benefit costs
7 entitles the new employee hired today to 7 in the form of retirement allowances for non-
8 receive approximately ahalf ayear’'ssaary 8 unionized employees who commence employment
9 when he or sheretiresin the future in the 9 with Newfoundland Power during the test years
10 normal course. That isan avoidable and 10 2013 and 2014 or beyond. As regards executive
11 unnecessary expense, and | don't think that my 11 compensation and the short term incentive
12 learned friend would dispute thefact that 12 aspect of it,in a nutshell, what we're
13 there has been movement in that regard by the 13 submitting is that the revenue requirement for
14 Federa Government, the RCMP, and those 14 2013 and 2014 should not include the portion
15 ingtitutions. So what we say isthat thisis 15 of the short term incentive pay for executives
16 a avoidable and unnecessary expense, and this 16 or managers resulting from the achievement of
17 isthetimeto bring reform to the issue. As 17 targetsrelating to earnings. Achievement of
18 the evidence discloses, by 2017, employees 18 the 34 million or 35 million or 40 million
19 with less than 10 years of service will be 19 dollars in earnings which will get paid out to
20 making up approximately 45 percent of the 20 dividends to the shareholders of Newfoundland
21 workforce, and aswe point out and provide 21 Power isclearly for the primary benefit of
22 specific examples of, there’ s a growing trend 22 shareholders, and not for the primary benefit
23 away from the payment of retirement 23 of rate payers, and we addressthisissuein
24 alowances. As you will note from the 24 detail in our brief. In our submission, short
25 materials filed, we talk about New Brunswick, 25 term incentive targets for things like
Page 90 Page 92
1 we talk about the Federal Government. 1 reliability, customer satisfaction, injury
2 (12225P.M.) 2 frequency rates, controllable operating costs
3 Now you may recall in the last GRA that there 3 for customers, these fall into a separate
4 wasto’ing and fro’ing that we had to do with 4 category, as these are performance measures
5 Newfoundland Power over the fact that they 5 which, if achieved, provide direct benefitsto
6 were providing free health care benefitsto 6 the rate payers. We submit that the same does
7 retirees, something that Hydro and other 7 not hold true for an earnings target. We have
8 institutions were not doing. Newfoundland 8 provided in our brief references to the
9 Power did not want to introduce reforms, but 9 approach onthis matter by other Canadian
10 eventually they did and the reforms were 10 regulatory boards. The Northwest Territory
11 rather modest because they made no changes to 11 Board, for instance, held in a 2007 decision
12 the plan for any existing retirees, and they 12 that the portion of the utilitiesat risk
13 made no changes for employeeswho retire or 13 compensation program that was based on net
14 who are eligibleto retire before December 14 income targets should be borne by
15 31st, 2012, but what they did do isbring in a 15 shareholders, not rate payers. We reference
16 50 percent member pay cost sharing arrangement |16 aswell the Ontario Distribution Rate Book
17 for retirees over the age of 65, not including 17 from 2006, which indicated and stated that
18 those groups | just mentioned who were 18 incentive paymentsrelated to benefits to
19 exempted. The company reports, and it’'son 19 shareholders would not be recoverablein the
20 the record in CANP-504, that the cost savings 20 2006 revenue requirement, and we provided as
21 of these amendmentsto Newfoundland Power’'s |21 well adecision concerning the EUB and it was
22 opPeBs plan are reflected in the decreasein 22 then known in Alberta, which denied ATCO
23 the accrued oPEB’s obligation of 15.2 million 23 Electric’'s inclusion of a portion of its
24 dollars, and they state that the decreasein 24 variable pay plan which was focused on
25 the OPEBS obligation servesto decrease future 25 financial returns. TheBoard heldin the
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1 Albertacasethat it wasnot appropriate to 1 resulted in the highest amount of energy

2 fund the portion of the variable pay plan that 2 savingsof al theprograms, isnot being

3 had been setup for 15 senior employees 3 further intensified, now particularly that the
4 through rates where the benefit of the 4 new housing stock is beingtaken care of
5 variable pay plan primarily provided an 5 without the need for incentives because of the
6 increased return to the utility. We do not 6 building code requirements, and frankly, |

7 regard the present case involving Newfoundland 7 view thisas problematic when we have 96
8 Power’s compensation targets beingtied to 8 percent when we might as well say 100 percent
9 earnings, astruly being distinguishable from 9 of electricity customers indicating that their
10 the regulatory precedentsthat we put before 10 primary motivation for trying to cut back on
11 you. Accordingly, we would urge the Board to 11 electricity use is to save money, and the

12 not permit this portion of the st for 12 significantly increased level of spending on
13 Newfoundland Power’s executives or managers to 13 the small technologies portfolio, such as the
14 beincluded in revenue requirement for the 14 CFLs, the LED lighting, and the Energy Star
15 test years. Inrelation to the conservation 15 applianceswill not do as muchto benefit a
16 plan, we discussed the conservation plan at 16 heating customer interms of abill impact
17 pages 48 to51in our brief. We recognize 17 such as theinsulation of abasement or an
18 that the new five year plan jointly prepared 18 attic would. So frankly, I"’m submitting that
19 by Newfoundland Power and Hydro isa very 19 it will be necessary to examine how well the
20 recent document tabled only in this GRA 20 program portfolio is aligning with the view of
21 proceedings. Pursuant to those initiatives 21 those electricity customers who want to save
22 described in the plan, Newfoundland Power is 22 money by lowering their bills. So I question
23 forecasting increasing spending in the area 23 theinsulation for that matter, the windows
24 over 2013 and 2014 over spending levels 24 piece for the existing housing stock, and |
25 previously. Our overal recommendation at 25 think the review should look at the benefits

Page 94 Page 96

1 thisstageis, | believe, afairly practical 1 and costs that would arise from more

2 onein the sense that we cannot really have a 2 aggressive targeting of that segment. In that

3 complete discussion about the merits and 3 regard, | would submit that not only

4 shortfalls and criticisms, and areas of 4 Newfoundland Power, but Newfoundland Hydro,
5 improvement that may arise from thisplanin 5 should have actual targetsin placein terms

6 the absence of Newfoundland and Labrador 6 of the number of customers they'retrying to

7 Hydro, wherethisis, after all, ajoint plan. 7 reach with the respective offerings. At the

8 At this stage, I'm not prepared to be 8 present time there are no targets established

9 condemnatory, nor completely congratul atory 9 at Newfoundland Power to reach any particular

10 because | think, frankly, it would be 10 number of customers in relation to the

11 premature because | believe that the plan 11 programs that they offer. We submit that this

12 needs to be considered in a proper framework 12 should be part of the review of the recent

13 which allows for proper examination. | will 13 fiveyear plan. | would subscribeto the

14 state, however, that greater emphasisis being 14 adage that “if you measure it, you will manage

15 placed on energy conservation, and | 15 it". | refer aswell to Mr. Adams testimony

16 acknowledge that the utilities report growing 16 before the Board, in which he provided a

17 participation in the programs, and certainly, 17 detailed presentation and brought forward a

18 as| think we all know, the publicity around 18 seriesof recommendations. His conclusions

19 the Take Charge Program has been pretty 19 included that the program is inappropriately
20 widespread. On the downside, | am concerned 20 funded and that the measures had no meaningful
21 that the programs which have been shown to be 21 impact for electricity customers. He
22 providing a very good bang for the buck in 22 concluded that the plan does little to reduce
23 terms of the energy savings and the impact on 23 system feed loads, amongst other concerns.
24 customer’s individual bills, such as the 24 His evidence with respect to the potential
25 insulation program which, in fact, has 25 energy in peak savingsthat could arise from
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1 air sealing homes and through the use of 1 aprecise or even closeto precise pattern

2 ductless heat pumps was quite detailed. The 2 that would retain the appropriate relationship

3 technology which he described has been 3 developed for ELG annual vintage rates on an

4 available, according to Mr. Adams, for about 4 annual basis. So we submit that Mr. Wiedmayer

5 eight yearsin this province, and according to 5 has not effectively refuted that criticism

6 Mr. Adams has shown quite alevel of success 6 that Mr. Pous has put forward as regards to

7 in studies in certain jurisdictionsin the 7 time sengitivity issue. No one disputes that

8 United States, and he also, of course, 8 the reason we pay lessin depreciation expense

9 described a pilot study which he wasinvolved 9 today isbecause depreciation expense for
10 inin thisjurisdiction, andthoughit was 10 Newfoundland Power has historically been
11 informal, it was till persuasive. It saysto 11 higher since 1978 under ELG depreciation than
12 me that the potential for thistechnology to 12 it would be had ALG rates been used.
13 be incented on acost effective basis should 13 Precisely because customers paid morein the
14 definitely be formally and professionally 14 past, we pay lesstoday. Newfoundland Power
15 assessed. Therefore, what we are recommending |15 says 3.7 million dollars lessin 2014, but, of
16 tothe Board is that the Board initiate a 16 course, that’ s based on a 10.4 percent return
17 process, in consultation with both utilities 17 on common equity for 2014, but logically if
18 and the consumer advocate, that would allow an 18 you pay faster or you pay higher amountsin
19 appropriate review of the plan involving 19 earlier years, you'regoing to pay lower
20 interested parties and to allow an opportunity 20 amountsin later years. Mr. Wiedmayer himself
21 for input. Turning to depreciation, in our 21 acknowledged that under the ELG procedure,
22 brief we outlined that the precision of 22 depreciation accruals may be higher in earlier
23 estimates required with the ELG, and we point 23 periods and lower in later periods. Mr. Pous,
24 out the inability to predict the future in 24 for his part, states it's not a “may”
25 terms of retirements and it produces a greater 25 proposition, it's a “will be” higher in

Page 98 Page 100

1 degree of error for ELG over ALG. Mr. Pous 1 earlier period situation. Mr. Wiedmayer

2 states that, “when the variance between future 2 referred to Mr. Pous proposal touse ALG

3 estimates and actual future events happens, 3 depreciation ratesas only resultingin a

4 and corrective action is taken, the ELG 4 narrow short term benefit, and he stated, “The

5 magnifies the degree of error that hasto be 5 temptation to reduce depreciation expensein

6 corrected”. Mr. Pous stated that thisis 6 the short term must be weighed against the

7 significant, given that the utility industry 7 full impact of the proposal”. He stated,

8 has historically lengthened the expected 8 “From the perspective of inter-generational

9 average service lifeof investmentsin the 9 equity, it’snot a proper practice to provide
10 accounts. We submit that this position has 10 ashort term benefit to current customers at
11 not truly been refuted on the record at this 11 the expense of all others’. Y ou will recall
12 proceeding. Asregardstime sensitivity, Mr. 12 the discussion with Mr. Wiedmayer about the
13 Pous testified quite clearly asto thereal 13 short term nature of what he termed the
14 life reasons why the ELG calculation procedure 14 “benefit”. We'renot talking about a short
15 is more time sensitive than the ALG procedure, 15 term situation here. | think that’s important
16 and in that regard, we would refer you in your 16 to consider. We are talking about taking more
17 deliberationsto page 55 of our brief. We 17 than 11 to 15 yearsto reach the point where
18 submit respectfully that this position 18 customers would be paying the amount that Mr.
19 likewise has not been truly refuted by 19 Pous has stated that they should have been
20 Newfoundland Power or Mr. Wiedmayer. Mr. 20 paying all along. Mr. Wiedmayer says that
21 Wiedmayer attempts to address the time 21 this 11 to 15 year period was longer than what
22 sensitivity problem by saying that utility 22 he had originally thought. He said in his
23 property is constantly being added and 23 evidence, “sometimes when |'ve done that
24 retired, but the plant additions and 24 calculation, the crossover occurs somewherein
25 retirements, as Mr. Pous says, do not occur in 25 the seven year time frame”, and that 11 to 15
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1 year time frame only gets longer if 1 enjoyed it once again before this Board, and |
2 Newfoundland Power isawarded less than 0. 2 thank you very much for your attention to the
3 percent onits ROE, but already at 11 to 15 3 submissionsthat I’ ve made.
4 years we're talking out to 2024 to 2028. We 4 CHAIRMAN:
5 advocate ALG not because we have succumbedto | 5 Q. Doyou haveany -
6 atemptation. We advocate ALG asthe method 6 KELLY, Q.C:
7 by which thevast majority of customers in 7 Q. No, Mr. Chairman, that would be repetitive.
8 North America have their depreciation expenses 8 I'd simply echo Mr. Johnson’s comments at
9 determined, and a method that does not result 9 closing. We thank -

10 in a situation where depreciation accruals are 10 COMMISSIONER NEWMAN:

11 higher in earlier periodsand lower in later 11 Q. Excuse me, | do actually have a question.

12 periods, and amethod, in our respectful 12 CHAIRMAN:

13 submission, thatis more aligned with the 13 Q. Oh,I'm sorry, | beg your pardon.

14 reality of how depreciation actually gets 14 COMMISSIONER NEWMAN:

15 implemented in the utility industry, andin 15 Q. Mr. Johnson, | wanted to ask you to provide

16 rate cases. 16 your position on Dr. Booth’s suggestion that

17 (12:30 P.M.) 17 the Board could establish an ROE for

18 Now | fully appreciate the technical nature of 18 Newfoundland Power of 8.25 percent for an

19 the depreciation debate, and as anybody who 19 indefinite period, morein relationto the

20 was here, and perhapsit can be said had to 20 indefinite period and a certain ROE than it is

21 endure some of the discussion about the 21 to the particular number of 8.25?

22 accounts, it’s slow going stuff, and I’'m not 22 MR. JOHNSON:

23 going to proceed to go through each of these 23 Q. Rignht. I think that positionis borne more

24 accountswith you. | think you’'ve suffered 24 out of afinance point of view than it would

25 enough. | just want toleave withyou a 25 be borne out of ajurisdictional consideration

Page 102 Page 104

1 couple of key observations asregards the 1 that the Board may wish toweigh, and -
2 Board' s determinations on these accounts. We 2 because there would be nothing to preclude, |
3 submit, first of all, that the Board shouldn’t 3 think, aBoard - or a utility from making an
4 give Newfoundland Power’ s depreciation expert 4 application to come before the Board to have a
5 an automatic pass on the accounts because of 5 cost of equity determined, and for the Board
6 his relationship with Newfoundland Power and 6 to act on the evidence that was brought before
7 the fact that he's met with the company 7 it. So | seewhere Dr. Booth was driving at,
8 personnel. We would urge you to look at the 8 but | don’t think that that is a proposal that
9 evidence on each of the accounts and to see if 9 inthe context of the Public Utilities Act

10 it stands up to scrutiny. Where you find Mr. 10 that you could solidify a return for five

11 Pousis all wet, I'm sureyou’'ll say where 11 years and then lock it up without review.

12 he'sall wet, but where Mr. Pous issaying, 12 COMMISSIONER NEWMAN:

13 look, this is an account that was largely 13 Q. Okay.

14 based upon an analysis of the actuarial data, 14 (12:33 P.M.)

15 we would suggest that you weigh the arguments 15 CHAIRMAN:

16 back and forth on theanalysis inan even 16 Q. |l guessif there snothing further then, we

17 manner. That'sall | can really ask of you, 17 arefinito. Thank you all very much and we

18 and I'mnot goingto further gointo the 18 will have a decision.

19 particulars, and | have set out those general 19 (HEARING CONCLUDED)

20 observationsin my Brief. | guessto conclude

21 my comments, I’d like to acknowledge the Board

22 and the Board staff throughout the proceeding,

23 acknowledge my friends at Newfoundland Power.

24 These cases are tough. | can say I'm happy to

25 seethe back of it, but|'ve nevertheless
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CERTIFICATE

I, Judy Moss, do hereby that the foregoing is
atrue and correct transcript of ahearing in the
matter of Newfoundland Power Inc.’s General Rate
Application heard on the 8th day of February, 2013
at the offices of the Board of Commissioners of
Public Utilities, St. John's, Newfoundland and
Labrador and was transcribed by me to the best of
my ability by means of a sound apparatus.
Dated at St. John's, NL this
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Judy Moss
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